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GUIDE 
No. 1 


: taxes under the 1954 Code 


Here is a broad and up-to-date group of analyses, comments, new 
decisions on how the close corporation is being used to save taxes 
today. This Guide, containing over 50 separate items, includes helpful 
analysis of: 

* How to set up the company 
¢ Getting money out at least tax cost 


* How to advance money to corpo- 
ration and get it back at least 


* The guaranteed-loan method of «+ Tax considerations in 
getting ordinary-loss deductions 


* Tax advantages of the corporate 


(6 x 9 inches), paper cover; price will vary from 
50¢ to $2. 

Editor of the Practitioner's Guide series is Eleanor 
McCormick, LL.B., CPA, technical editor of The Jour- 
nal of Taxation. In addition, each Guide will be spe- 
cifically edited by the departmental editor of The Jour- 
nal of Taxation concerned with that subject. 


The first Guide deals with close corporations and 
related problems; others in preparation cover: stock 
options and other tax-saving compensation plans, tax 
advantages in incorporating, how to control capital v. 
ordinary gains, tax effects of various inventory methods, 
depreciation, how to use 1954 Code provisions for 
maximum tax saving, and others. 


How to organize the close 
corporation to minimize 


* The thin-incorporation problem: 
(1) is it loan or capital? (2) if 
loan, is it business? and (3) if loan 
is it now worthless? 

* Minimizing taxes on transfers to 
controlled corporations 

switching 
from partnership to corporation 

* Advantages to investor of corpo- 
rate form 


“How to organize the close corporation to minimize taxes under the 
1954 Code” is 64 pages—plus cover, page size 6 x 9 inches, price $2. 
Material in it has been carefully chosen and edited from recent issues 
of The Journal of Taxation. Included are many technical and interpre- 
tative analyses, plus brief summaries of every important recent court 
decision and Revenue Ruling bearing on use of the close corporation. 
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How operating problems under Subchapter C 


are being solved: A survey by leading tax men 


by ANDREW B. YOUNG, NORMAN A. 


SUGARMAN, LESTER M. 


PONDER, RALPH BREARY, JOSEPH HODGES, FRANK H. URIELL 


Almost two years have elapsed since the enactment of the 1954 Code. During that 


period, tax practitioners have been exposed to and have solved many diverse and 


intriguing problems under the new Subchapter C. 


The editors believe practitioners 


will find useful this survey of operating problems prepared by leading tax men 


throughout the country. Here are actual and significant questions involving spin- 


offs, recapitalizations, statutory mergers, corporate acquisitions, 


Section 306 stock, 


and other major issues under Subchapter C resolved by these tax experts. 


Working with Subchapter C gives us some new 


rules for capitalization of close corporations 


oe LEGISLATION has always left 
its mark upon business forms and 
methods, and the 1954 Code is no excep- 
tion. The experiences of the last two 
years are already adequate to point up 
certain interesting trends in the capital- 
ization of closely held corporations. 


Debt securities 


decis- 
Adams cases, 


Ever since the Supreme Court’s 
ion in the Bazely 
been a 


and 


there has tendency 


only by considerations of 


tempered 
“thin incorpo- 
ration” to issue as many debt securities 


as possible on original incorporation 
rather than issue them later in a recapi- 
talization. The short-lived hopes encour- 
aged by the Wolf Envelope case and 
similar cases? that these could still be is- 
sued by a exchange on recapi- 
talization were dealt a lethal blow by 
Section 354(a)(1), which treats the in- 


crease of dollar obligations in an other- 


tax-free”’ 


by ANDREW B. YOUNG 


wise tax-free exchange as “boot.” Now 
as never debt securities should 
be issued upon original incorporation 
or in cash transactions, as the chances of 
later issue in a tax-free exchange are 
very remote. 

1231, extending capital-gain 
treatment to the redemption of practi- 
cally all corporate paper, has eliminated 
the need of making debt securities in 
registered or coupon form, but this same 


before, 


Section 


section has at the same time made fur- 
ther issues of “discount debentures” a 
pretty futile gesture, taxwise. The basic 
attraction of the interest deduction and 
comparative freedom from risk of taxa- 
tion at ordinary rates on maturity and 
redemption will always make the debt 
security attractive under the 1954 Code 
as it was under the 1939 Code. 


Preferred stock 


Section 305 effectively eliminates the 


necessity of speculating? upon the Con- 
gressional power to tax stock distribu- 
tions. But despite this greater freedom 
of all stock dividends from risk of tax 


at the time of distribution, the effect of 
Section 306 is to make the issuance of 
preferred stock as dividends or on recap- 
italization far less attractive than before. 
The legislative record? and the new 
Regulations> make it abundantly clear 
that preferred stock issued upon incor- 
poration of a previously unincorporated 
enterprise when there are no accumu- 
lated earnings and profits is not stock 


that is variously described as “hot”, 
“tainted”, or just plain “Section 306 


stock.”6 The creation of preferred stock 
has been encouraged (in preference to 
notes or debentures) from an unexpected 
quarter, as Section 305 makes deben- 
tures or notes a very difficult investment 
for an affiliated charity or for a pension 

profit-sharing trust, while preferred 
stock may be entirely proper.? 

In some cases preferred stock, to the 
full extent permitted by local corpora- 
tion law, has constituted almost the en- 
tire consideration for the assets received 
At first blush this 
would seem to be a useless gesture, since 
the redemption of preferred stock very 
frequently gave rise to problems under 
Section 115(g) of the 1939 Code. Here 
again, the new law introduces fresh con- 
cepts requiring a change in approach — 
there are definite rules on when 
redemption of stock will be treated as a 
and 
are planning to use them. 

Some organizers of corporations, no 
doubt fearing that they would literally 
run out of enough preferred stock to 
cover the profits they hope they will be 


by the corporation. 


now 


capital transaction, incorporators 


permitted to accumulate, have resorted 
in addition to what might be described 
s “discount preferred” — stock that will 
have a very much higher redemption 
value than the consideration for the 


1 Bazely v. Commr., 331 U.S. 1737; 
Commr., 331 U.S. 737 (1947). 

2 Wolf Envelope Co., 17 TC 471 (1951); Daisy 
Seide, 18 TC 502 (1952); Davis v. Penfield, 105 
FS 292 (DC Ala., 1952). 

® The extreme of this was in Tourtelot, 
167 (CCA-7, 1951), 
(CCA-3, 1952). 

4 Sen. Fin. og ae (83d Cong. 
Rep. No. 1622), 245. 

> Reg. 1.302-3(a) Re . if the distributing corpo- 
ration has no earnings and profits at the time of 
distribution pursuant to Section 306(c) (2) the 
stock distributed will not constitute Section 306 
stock.”’ If the new corporation is a successor to 
a corporation, Section 381(c)(2) may create 
earnings and profits at the point of incorpora- 
tion. 

® Notes are, of course, preferable to preferred 
stock as the “substantially equivalent to a divi- 
dend” problem (that existed under Section 
115(g) of the 1939 Code) still exists — under 
the new law notes or bonds may safely be issued 
only where no gain would otherwise exist — 
see discussion of Section 354(a)(1) supra. 


Adams v. 


189 F.2d 
and Wiegand, 194 F.2d 476 


2d Sess., 
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original issue of the preferred stock. The 
Regulations’ have encouraged the issu- 
ance of preferred stock that in the future 
may vote on certain contingencies (non- 
payment of dividends, etc.), and these 
contingencies in many cases are designed 
to ultimately cancel the voting control 
that may have been surrendered to 
come under the rule of Section 302(b) (2) 
that the shareholder whose stock is dis- 
proportionately redeemed must have less 
than 50% of the voting power after re- 
demption. 


Common stock 


Section 302(b)(2), relating to a sub- 
stantially disproportionate redemption 
of stock, has made it possible to use rela- 
tively less valuable common shares as a 
” to permit the distribution, at 
capital-gains rates, of as much surplus 
as the corporation can afford to dis- 
tribute in redeeming preferred shares 
contemporaneously with a common stock 
redemption meeting the standards of 
Section 302(b)(2). The new Regulations 
clearly admit this possibility.9 

The ingenious Citizens Utilities plan 
(see 4 JTAX $312) of having two classes 
of common stock, one being entitled to 
cash dividends and the other to stock 
dividends, is not the result of the 1954 
Code and has little practical application 
to closely-held corporations that are con- 
(tax on im- 
properly accumulated surplus, old Sec- 
tion 102). insofar as dividends are taken 
in stock, not cash, earnings will accumu- 


“triove 
trigger 


cerned about Section 531 


late. If such a capitalization is to be 
used, it is created upon incorporation 
rather than later when “business pur- 
pose” of the retained earnings may be- 
come a live issue. [But see page 71.] 


Nonvoting common stock 


302(b)(2) (substantially dis- 
proportionate redemptions of stock) has 
itself had a considerable influence upon 


Section 


7See Tentative Regulations 1.503(c)-1(b) (c). 

® Reg. 1.302-3(a). 

*Reg. 1.302-3(a)(3). “. . if a redemption is 
treated as an exchange to a particular share- 
holder under the terms of Section 302(b) (2) 
such section will apply to the simultaneous re- 
demption of nonvoting preferred stock (not Sec- 
tion 306 stock).” 

° Reg. 1.302-3(a)(3). “Section 302(b)(2) does 
not apply to the redemption solely of nonvoting 
stock.” 

1 Rev. Ruling 56-103 (IRB 1956-12) indicates 
some urgency in permitting redemptions of es- 
tate holdings, even under reasonable buy-sell 
agreements, to be effected under Section 302(b) 
(2) to the extent that Section 303 is inapplicable 
or inadequate. It should be remembered that 
death frequently broadens the attribution rules 
of Section 318. 

12 The issue is whether a voting trustee “owns” 
the “voting power” of the shares in the trust. 
8 Reg 1.355-1(c). 

1‘ Long, “When Is An Exchange Not the Avoid- 
ance of Federal Income Taxes,’”” VII NYU Inst. 
on Fed. Taxation 1174, 1178 (1949). 


the type of common stock a new corpo- 
ration issues. Since the stockholder some 
of whose stock is redeemed must end up 
owning less than 50% of the combined 
voting power of the voting stock, there 
has been a tendency to create two classes 
of common stock, a relatively few shares 
of which have voting power and the 
great majority of which are nonvoting, 
so that the compliance with the first 
condition (reduction of voting power — 
Section 302(b)(2) (B)) will not force re- 
demption of too much stock. If the 50% 
rule is thus complied with, the only 
practical requirement as to “how much” 
must be redeemed is the rule under 
Section 302(b)(2)(C) that the ratio of the 
voting stock retained by the stockholder 
to all the voting stock is less than 80% 
of the ratio prior to redemption. If it is 
contemplated that several redemptions 
will be made under 302(b) (2), enough 
voting shares should be issued to comply 
with the requirements of the Regula- 
tions!9 that some voting stock must be 
redeemed each time. 


Majority voting stock interest 


The point cannot be dismissed, how- 
without considering 
newest box — Section 318, the construc- 


ever, Pandora’s 
tive ownership rules. In order to com- 
ply with the 50% rule, there -have to be 
other voting stockholders outside these 
rules, i.e., related more distantly than 
spouse, parent, child, or grandchild. The 
situation is made to order in incorporat- 
ing a partnership of strangers or brothers 
but creates problems in the case of a 
father-and-son partnership or a sole pro- 
prietorship.11 The solution is sometimes 
to bring in as a substantial voting com- 
mon stockholder at the outset a valued 
employee, a brother, a grandfather, the 
corporation’s attorney or accountant, or 
anyone else whose voting stockholdings 
will become a majority upon the re- 
demption of some of the voting common 
holdings of the predominant stockhold- 
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er. Lest one contemplate Section 318 
only in relation to the 50% rule, it is 
well to note that it applies to the 80% 
rule — i.e., the family ownership of all 
common stock must be reduced twenty 
percentage points. 

An interesting area of speculation is 
whether the outside majority voting in- 
terest can be created by making the pre- 
dominant stockholder the trustee of vot- 
ing trust certificates held for employees 
or other persons whose ownership is not 
attributable under Section 318.12 If this 
is a solution, this will put off the passage 
of control for the ten-year period, which 
is the length voting trusts are permitted 
by most state corporation laws. 


Multiple organizations 


The spin-off and split-up provisions of 
Section 355 make tax-free distributions 
of recently-organized fragments difficult, 
and the Regulations!% make tax-free dis- 
tributions of investment 
fragments virtually impossible. The atti- 
tude of the Service under Section 36714 
on such transactions with foreign sub- 
sidiaries makes their distribution diffi- 
cult or expensive. (Section 367 provides 
that a foreign corporation shall not be 
considered a party to a reorganization 
unless the Secretary is satisfied that fed- 
eral tax avoidance is not a principal pur- 
pose.) There is a strong incentive to or- 
ganize these fragments as separate affili- 
ates at the outset in order to avoid prob- 
lems of this kind in the future. 


inactive or 


[Andrew B. Young, LL.B., is a partner 
in the firm of Stradley, Ronon, Stevens 
& Young of Philadelphia; instructor in 
finance (federal taxation) of the Univer- 
sity of Pennsylvania Evening School of 
Accounting and Finance; Chairman of 
the American Bar Association Taxation 
Section Committee on Exempt Organi- 
zations; and a member of the Philadel- 
phia, Pennsylvania, and American Bar 
Associations.]| 


Old ideas of tax v. business purpose change 


in planning corporate combinations today 


ies ABSORPTION by one corporation of 
another may take one of the numer- 
ous forms permitted by both the corpo- 
rate law and the tax law. The usual 
methods of tax-free corporate combina- 





by NORMAN A. SUGARMAN 


tions are (1) statutory merger or con- 
solidation, (2) acquisition of assets solely 
for voting stock, and (3) acquisition of 
stock followed by liquidation of the 
corporation to be absorbed. 


. 














68 ¢ The Journal of Taxation 
Business considerations, problems in- 
volved in dealing with minority share- 
holders, and the requirements of the 
various laws indicate, 


corporate may 


wholly apart from tax considerations, 
the desirability of one method. Tax con- 
siderations, however, may dictate a dif- 
This is all the more note- 
the 


tax laws usually are said to exalt sub- 


ferent choice. 
worthy when it is considered that 
stance over form, and that regardless of 
method, the end result of these different 
methods is the same: namely, a single 
resulting corporation. 


The 


conside1 


purpose of this comment is to 


some practical situations in 


which the best form for tax purposes 
is not that which otherwise might be 
desired for business or corporate law 
purposes. The two particular situations 
discussed below frequently arise in cor- 
porate practice. The job of the tax man 
is to flag the tax difficulties and, if pos- 
sible, place on a rational basis his tax 
objections to what otherwise may be a 
perfectly valid approach to a _ transac- 


tion by his corporate law brethren. 


Acquisition of assets v. merger 


A common business problem arises 
where a corporation owning the con- 
trolling stock (in the business sense, but 
not 80%) of another corporation deter- 
mines that it is in the best interests of 
both corporations to become a single 
corporate entity. This conclusion often 
is reached entirely without regard to tax 
considerations, and may be _ primarily 
motivated by expected greater economy 
in operations. 

The problem faced by the manage- 
ment of the corporation in control is 
how to combine the two corporations 
without troublesome 


facing litigation 


and possibly a hold-up by minority 
shareholders of either or both corpora- 
tions. If a merger is attempted, the 
shareholders of both corporations must 
vote. While a meeting of the sharehold- 
ers of the corporation to be absorbed 
can hardly be avoided, a meeting of the 
continuing corporation may be regarded 
as an unnecessary expense and is fraught 
with some dangers. In particular, it af- 
fords minority shareholders of both cor- 
porations an opportunity to dissent and 
receive cash in appraisal proceedings, 
and may result in an action to enjoin 
the transaction, either of which involves 
difficult valuation procedures. 

If, on the other hand, the corporation 
in control should seek to issue addition- 


al shares of its stock in order to ex- 
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change it for enough additional shares 
of the other to obtain 80% of its stock, 
or to purchase such additional stock for 
into other difficulties. 
corporation may not 


) 


cash, it may run 
The continuing 
have stock free of preemptive rights 
available for issuance in exchange for 
stock. Also the issuance of its stock for 
stock of the corporation to be absorbed 
may require the costly and time-consum- 
ing procedure of registration under the 
Federal Securities Act of 1933. The at- 
tempt to purchase stock of the corpora- 
tion to be absorbed, for cash, may run 
into resistance on the part of minority 
not want to sell 


and realize a taxable gain, and, more- 


shareholders who do 
over, may run the market up so as to 
make the acquisition unduly expensive 
Moreover, once having obtained 80%, 
but not all, of the stock of the corpora- 
tion to be the 
corporation, on attempting a_ tax-free 


absorbed, controlling 
liquidation of its subsidiary, may run in- 
to further minority-shareholder trouble, 
particularly from those minority share- 
holders who seek to stand on their pos- 
sible rights, under the state law, for a 
proportionate share of each of the assets 
of the corporation on liquidation. 

For the above reasons, a “sale” of the 
assets of the corporation to be absorbed, 
for voting stock of the controlling corpo- 
ration, may be the method most appeal- 
ing to management. Following such a 
sale, the selling corporation would dis- 
tribute to its shareholders in liquidation 
the stock of the controlling corporation. 
Thus the difficulties with minority share- 
holders would be held to a minimum. 
Usually they have no rights unless they 
dissent to the sale of the corporate assets, 
and as dissenters may be limited to the 
fair cash value of their stock. 

Such a the 
form for a tax-free reorganization under 
Section 368(a)(1)(C), followed by a tax- 
free exchange under Section 354. Thus 
both tax criteria would 
seem to be satisfied. Moreover, since the 


“sale” literally follows 


business and 
receipt of fair cash value by dissenting 
shareholders will clearly give rise to tax- 
able gain, a would-be dissenter may be 
persuaded to accept the stock of the ac- 
quiring corporation on a tax-free basis, 
instead of dissenting and paying tax. 
In a recent Revenue Ruling, the Rev- 
enue Service took a position which prac- 
tically forecloses the “sale” method of 
accomplishing a corporate combination 
under the above circumstances. In Rev- 
enue Ruling 54-396, IRB 54-38, page 9, 
the Revenue Service considered a case 


in which the parent corporation owned 


79% of the voting stock of the subsid- 
iary corporation. The parent corpora- 
tion issued solely shares of its voting 
stock in exchange for all the assets of the 
subsidiary corporation. Thus the trans- 
action, in form, followed the details of 
a tax-free reorganization under Section 
368(a)(1)(C). The transferor corporation, 
on receipt of such stock, distributed the 
stock in liquidation to its shareholders, 
in an exchange which followed the form 
of Section 354. 

The net effect of the transaction, how- 
ever, was that the acquiring corporation 
received back on the liquidation 79% of 
the it had the 
assets, and the minority shareholders of 


stock which issued for 
the transferor corporation received 21% 
of the stock. The 
looked through the 


divided it into two parts: (1) an ex- 


Revenue Service 


transaction and 
change of 21% of the assets for voting 
stock of the acquiring corporation, and 
(2) a liquidation of 79% of the assets to 
the parent corporation. Thus viewing 
the the 
held that no part of it was tax-free, be- 


transaction, Revenue Service 
cause (1) the exchange of assets for vot- 
ing stock did not satisfy the require- 
ments of Section 368(a)(1)(C) that “sub- 
stantially all of the properties” be ex- 
changed for voting stock, and (2) the 
liquidation was not tax-free because the 
acquiring corporation owned only 79% 
of the stock and not the 80% required 
for a tax-free liquidation under Section 
332. Thus, the ruling holds that the net 
effect of the transaction is a taxable ex- 
change, both as to the acquiring corpo- 
ration and to the minority shareholders. 

As long as this Revenue Ruling repre- 
sents the position of the Service, the 
“sale of assets for voting stock’? method, 
which has so much appeal from a busi- 
ness standpoint as a method of corpo- 
rate combination, cannot be _ recom- 
mended from a tax viewpoint, if the 
continuing corporation owns more 
than 10% of the stock. (If it acquires 
90% of the assets for stock, the “sub- 
stantially all’’ test should be considered 
as satisfied.) Thus, in such corporate 
combinations the preferred method, be- 
cause of tax considerations, would seem 
to be (a) to merge the two corporations 
in a statutory merger, or (b) to have the 
continuing corporation issue stock for 
stock, in a tax-free reorganization under 
Section 368(a)(1)(B), resulting in the ac- 
quisition of more than 80% of the 
stock, and then, when the minority 
shareholder problem is thus reduced to 
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a minimum, liquidate the subsidiary or 
merge the two corporations. 

It will be noted that Revenue Ruling 
54-396 does not apply to a statutory 
merger but holds only that the acquisi- 
tion-of-assets method results in tax. 
Thus, for tax reasons, the form of a 
statutory merger becomes the preferred 
and required method, even though it 


may have corporate disadvantages. 


Merger v. liquidation of loss corporation 


Where the corporation to be absorbed 
has had a net operating loss which gives 
rise tO a net operating loss carryover, 
particular attention must be given to 
Section $82(b) of the Code. While Sec- 
tion 381 provides for the carryover of 
net operating losses to the acquiring cor- 
poration in most tax-free reorganiza- 
tions and liquidations, Section 382(b) 
places certain limitations on the use of 
such carryovers by the acquiring corpo- 
ration. Section 382(b), however, applies 
to a carryover in a corporate reorgani- 
zation; it does not apply to a carryover 


n a tax-free liquidation. Thus Section 
382(b) does not apply in the liquidation 
under Section 332 and 334(b)(1) of an 
80-percent-or-more-controlled subsidiary. 

Che limitation under Section 382(b) 
is that the full carryover (allowed under 
Section 381) is permitted only if, after 
the transaction, the stockholders of the 
absorbed corporation (the loss corpora- 
tion) own at least 20% of the fair mar- 
ket value of outstanding stock of the 
acquiring corporation. If the stockhold- 
ers of the loss corporation own less than 
20°, of the stock of the acquiring corpo- 
ration after the transaction, then the net 
operating loss carryover is reduced pro- 
portionately. 

On the face of it, these provisions of 
Section 382 would seem to make the fol- 
lowing problems inherent in any acqui- 
sition, which is a liquidation or a corpo- 
rate reorganization. On a liquidation, 
where the 20%, rule is not applicable, 
the liquidation which will give the 
acquiring corporation the net operating 
loss carryover does so at the expense of 
minority shareholders, since a liquida- 
tion of an 80% controlled subsidiary is 
tax-free only as to the acquiring corpora- 
tion but not to the minority share- 
holders. Accordingly, the acquiring cor- 
poration may hesitate to undertake the 
liquidation because of the danger of a 
financial fight with the minority share- 
holders, or because it does not desire to 
hurt such shareholders and must, for 
personal or business reasons, maintain 


good relations with them. The problem 
may to an extent be avoided by first 
acquiring the stock of the minority 
shareholders by an exchange of stock in 
a reorganization under Section 368(a) 
(1)(B), but this is not always feasible 
(such as the lack of stock free of pre- 
emptive rights), and may not bring in 
all the minority stock. 

If, on the other hand, the merger 
method is used, the benefits of the net 
operating loss carryover may be partially 
lost, unless the value of the assets of the 
loss corporation is equal to at least 25% 
of the value of the assets of the parent 
corporation (that is, 20% of the total 
value of the assets of the two corpora- 
tions combined). 

The dilemma of either not acquiring 
the full benefits of the carryover, or of 
acquiring the full benefits but hurting 
minority shareholders, may be resolved 
under Section 382 in a way that will 
provide the best of all possible answers 
for both the acquiring corporation and 
the minority shareholders. This is the 
result of the application of a provision 
of the Regulations that will be found 
under Section 332, relating to liquida- 
tion of subsidiaries. The Regulations 
have for many years contained a pro- 
vision which is carried over into Section 
1.332-2(d) of the new Regulations under 
the 1954 Code, as follows: 

“If a transaction constitutes a distri- 
bution in complete liquidation within 
the meaning of the Internal Revenue 
Code of 1954 and satisfies the require- 
ments of Section 332, it is not material 
that it is otherwise described under the 
local law.” 

The Regulations go on to provide, 
and by an example make it clear, that 
as to a corporation which owns the 
requisite 80% of stock, the receipt of 
assets in a statutory merger is, neverthe- 
less, considered as the receipt of assets 
in a tax-free liquidation. 

Thus a statutory merger may be said, 
for tax purposes, to have the twin char- 
acteristics of a tax-free liquidation (as to 
the controlling corporation) and a tax- 
free merger (as to the minority share- 
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holders). This results in the happy solu- 
tion of the problem as follows: Upon a 
statutory merger, (1) the transaction is a 
tax-free liquidation as to the continuing 
corporation entitled to the loss carry- 
over, and hence the limitations of Sec- 
tion 382(b) do not apply; and (2) the 
transaction is, nevertheless, a statutory 
merger with respect to the minority 
shareholders and hence the stock of the 
acquiring corporation received by them 
pursuant to the merger is tax-free. 

It is doubtful that the Treasury would 
attempt to apply the provisions of Sec- 
tion 382(b) on the basis that a portion 
(20% 
the acquiring corporation is in excess of 
the share to which it would be entitled 
on a tax-free liquidation. Since Section 
382(b) is not applicable in the case of a 
transaction that is in form a tax-free 


or less) of the assets received by 


liquidation, it should not be applicable 
where the transaction is so regarded. 
Moreover, there is nothing to indicate 
that Section 382(b) is to apply to only 
a portion of a transaction; and it is rea- 
sonable to believe that if the transaction 
is characterized as a liquidation under 
Section 332, then Section $82(b) is not 
intended to apply at all. The additional 
ground for this conclusion is that there 
is no reason to require the shareholders 
of the liquidated corporation to own 
20% of the stock of the acquiring cor- 
poration where there is a tax-free liqui- 


) 


dation, because the parent corporation 
(which owned 80% or more of the stock) 
now holds all the assets. 

Thus, where the interests of minority 

shareholders are desired to be protected, 
a statutory merger would, for the above 
tax reasons, be preferable in form over 
a straight liquidation as a method of 
corporate combination. 
[Norman A. Sugarman, LL.B., is a part- 
ner in the law firm of Baker, Hostetler 
¢ Patterson of Cleveland; a former As- 
sistant Commissioner of Internal Rev- 
enue; a member of the Bars of Ohio 
and the District of Columbia; a former 
editor of the Federal Bar Journal; and 
former instructor of law at George Wash- 
ington University.] 


Restrictive regulations block tax-free 


real-estate spin-offs under Section 355 


Ms EARLY PUBLICITY about the 
benefits of the 1954 Code stressed 
the greater ease with which corporations 


by LESTER M. PONDER 


might be divided into separate busi- 
nesses under Section 355. For tax prac- 
titioners inured to the hardships of suc- 
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cessfully achieving a tax-free spin-off or 
split-off under the 1939 Code, the pros- 
pect of readily achieving corporate sep- 
arations loomed as a major accomplish- 
ment. 

One phase of this section, however, 
restrictive treatment 
at the hands of the Treasury Regulations 
that its present usefulness is even more 


has received such 


limited than under prior law — Section 
1.355-1(c), defining ‘“‘active business.” In 
particular, the official interpretation of 
the regulatory phrase “active conduct of 
a trade or business” is unreasonably nar- 
row as applied to corporate real estate. 
Several of the examples in subparagraph 
(d) of this section illustrate this unwar- 
ranted rigidity. 

Example (2) in subparagraph (d) de- 
scribes a corporation which is “engaged 
in the business of manufacturing and 
selling hats in its own factory building. 
It proposes to transfer the factory build- 
ing to a new corporation and distribute 
the stock of the new corporation to its 
The connec- 
tion with the manufacturing of hats con- 


shareholders. activities in 
stitute a trade or business; but the oper- 
ation of the factory building does not.” 
Here is exemplified an arbitrary line of 
demarcation which will prove harsh and 
unfair to many taxpayers. What if this 
corporation’s stock is entirely owned by 
father and son and the father wishes to 
retire from active participation in the 
hat manufacturing and selling business 
but not to retire from all business activ- 
ity? Should he not be permitted to re- 
ceive the factory building in a tax-free 
corporate separation and then continue 
operating the building as an “active 
business”? Surely it cannot be said that 
a factory building operates itself, even 
though it be conceded that its operation 
is not as strenuous or time-consuming 
as managing a hat-manufacturing busi- 
ness. 

Although perhaps not quite as restric- 
tive as Example (2), Example (4) at- 
tempts to draw a fine line of distinction 
between the disapproved rental of a 
portion of a two-story bank building and 
the approved rental of a larger portion 
of an eleven-story building in Example 
(3). Perhaps the distinction is caused 
by the Example (4) building being lo- 
cated in a suburb, whereas the Example 
(3) building is located downtown! 

These official examples of corporate 
real estate use serve to point up the 
present position of the Commissioner 
that very few Section 355 separations 
may qualify if the spin-off property con- 
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sists of real estate. More specifically, ap- 
parently no such spin-offs will be ap- 
proved if the old corporation is the sole 
occupant of the property, as in Example 
(2). 

Does the Commissioner have Congres- 
sional authority for his extreme position, 
which certainly is harsher than under 
prior law? Analysis of the committee 
reports fails to disclose any language 
warranting the administrative examples. 
The statute itself, Section 355(b)(2), re- 
quires only that a corporation shall be 
“engaged in the active conduct of a 
trade or business,” but contains no fur- 
ther definition of this quoted phrase. 
The Treasury Department has devised 
its own restrictive examples in the face 
of the obvious Congressional intent to 
facilitate divisive corporate transactions. 

Is there a feasible solution for tax- 
payers who desire to divide a corpora- 
tion so as to give one stockholder real 
estate only and another stockholder the 
requisite assets of a going business? If 
taxpayers are willing to forego the “tax- 
free” provisions, it would be possible to 
organize a new corporation, to which 
would be transferred all of the assets of 
the old corporation except its factory 
building in exchange for all of the stock 
of the new corporation. The new corpo- 


ration would thus be a wholly-owned 
subsidiary. Its stock would not be imme- 
diately distributed. By these transactions, 
the stock of the old corporation, now 
owning only real estate, would be worth 
much less than before. Hence, if a stock- 
holder desired to wind up owning only 
real estate, he could purchase the rest 
of the stock or the old corporation and 
perhaps concurrently could sell all of 
his stock in the new corporation. Recog- 
nizable capital gain or loss transactions, 
however, would usually result under 
this example, since it would not qualify 
under one of the statutory “tax-free” 
techniques. 
more than offer a_ practical solution 
which might prove to be workable under 
certain circumstances. 

The current Regulations place corpo- 
rate realty in a straitjacket insofar as 
Section 355 divisions are concerned. 
Only future judicial decisions or a modi- 
fied administrative approach offer pos- 


This suggestion does no 


sible relief to taxpayers thus unjustly 
restricted in their legitimate aspirations. 


[Lester M. Ponder, LL.B., is tax counsel 
with the Indianapolis firm of 
Barnes, Hickam, Pantzer & Boyd, and is 
former Counsel in Charge of the In- 
dianapolis IRS Office of Chief Counsel.] 


law 


Recapitalization via two classes of 


common bypasses Section 306 


I CONSIDERING A PLAN OF recapitaliza- 
tion for a closely-held corporation, we 
have a tax opportunity to tailor the 
plan to fit the tax interest of the in- 
dividual concerned and 
thus avoid the pitfalls inherent under 
Section 306 of the Code. 

Often we run into a situation where 
a successful company, having only com- 
mon stock outstanding, has over the 
years of its existence consistently paid 
substantial dividends; however, due to 
its successful operation it has continued 
to plow back in its business its retained 
earnings in additional plant and facili- 
ties. The present capitalization is there- 
fore unrealistic. 

This situation readily presents a chal- 
lenge to the tax practitioner to suggest 
a plan of recapitalization to create a 


stockholders 


by RALPH BREARY 


more realistic capital structure. 

The company could adopt a plan of 
recapitalization. Assume under the plan 
adopted the company amends its charter 
so that in lieu of the common stock now 
outstanding it is authorized to issue 
Class A common and Class B common of 
the same par or stated value. The new 
Class A and Class B common stock will 
be exchanged for the old common on 
the basis of share for share and, under 
Section 354(a), will not result in gain 
or loss to the shareholders. (The ex- 
change is stock for stock in the same 
corporation a party to a reorganization.) 

Each share of stock of both classes 
would be entitled to receive out of the 
earnings and profits of the company, if 
and when declared by the Board of 
Directors, dividends of equal amounts in 
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cash, stock of the corporation, or other 
property. Only the Class B common 
stock would be entitled to vote, except 
in special situations involving a future 
recapitalization, reorganization, etc., in 
which situation the Class A common 
stock would also be entitled to vote. 
After payment (or provision for payment) 
of all obligations of the company, upon 
liquidation each share of stock of both 
classes would be entitled to participate 
equaily in the remaining assets. In ad- 
dition, all classes of stock would be fully 
paid and non-assessable. 

Class A 
stock nor the new Class B common stock 


Neither the new common 
will be deemed to be Section 306 stock, 
since such stock does not meet the defini- 
tion. Section 306 stock (defined in (c)) 
is stock, other than common stock is- 
sued with respect to common stock, dis- 
tributed to the stockholders in such a 
way that no part of such distribution is 
includible in the gross income of the 
shareholder. It also includes a stock re- 
ceived in a corporate reorganization or 
separation which is not a common stock, 
the basis of which is substituted. Section 
306(a) provides in substance that the 
sale of stock having a 306(c) classifica- 
tion results in the seller having to treat 
the gain from such sale as ordinary net 
income. 

Chis plan will give the stockholders a 
tax leverage in that they will have the 
opportunity, if they so desire, of dispos- 
ing of the new Class A stock at capital- 
gains rates. Also, they can make gifts of 
the new Class A stock without sacrificing 
controlling interest in the corporation. 

Another plan of recapitalization 
would be to have both Class A and Class 
B voting. However, the Class A common 
would receive only cash dividends. Class 
B common would receive stock dividends 
equal in value to the cash dividends paid 
on Class A. 
made that between the dividend-pay- 


A provision might also be 


ment dates the Class B common could 
be converted into Class A common. 
Chis plan does not give the share- 
holder quite as much tax leverage, in 
that any shareholder disposing of his 
Class B stock through sale or gift dilutes 
to that extent his control in the com- 
Class B_ shareholders 
who are in a high personal tax bracket 


pany. However, 
will prefer nontaxable stock to taxable 
cash dividends. The cash-dividend re- 
quirements of the corporation will de- 
crease, and this might be true even 
increases its 
dividend return on the Class A stock. 


though the corporation 
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WHILE IT Is TRUE that the Treasury 
gave a ruling which permits holders 
of Class A stock in Citizens Utility to 
treat the stock dividends received as 
tax free, we understand there is a 
movement afoot in the IRS to do an 
about face on this. 

IRS may argue that an election 
exists to choose between the cash or 
stock dividend, thus under Section 
305 even the stock dividend would be 
taxable as if received in cash, hence 
ordinary income. 

It is reported that the Service had 
approved the Citizens’ Utilities re- 
capitalization without final clearance 
from the Chief Counsel, whose Office 
is now resolving the matter. Hence, 





TREASURY MAY CHANGE POSITION 


tax men who may be considering this 
type of recapitalization may prefer 
the Chief 


Counsel has completed his review of 


to defer action until 
the ruling. 

Whether the convertible feature of 
the Class A (the stock-dividend stock) 
really amounts to an “election” for 
purposes of Section 305 is by no 
means settled. Also, it seems doubtful 
that the “election” to take either 
Class A (stock dividends) or Class 
B (cash dividends) in the first place 
would amount to an “election” for 
purposes of Section 305. 

While such a move on the Treas- 
ury’s part would seem of doubtful 


validity, it bears watching. 








This might result in larger retained 
earnings which with a higher current 
dividend may increase the market price 
of not only the Class A stock but the 
Class B stock as well because of its con- 
version privilege. 

In classifying the common stock for 
the purposes outlined above, great care 
should be exercised to make certain that 
no preference is given to either class of 
stock on liquidation, and that there is 
no fixed rate of return on either class 
of stock. The stock must be common 
issued on common. Discretion should 
always be vested in the directors of the 


company and not in the shareholders to 


decide whether the dividend will be 
paid in stock or cash. 

Finally, such stock classifications as are 
here spelled out may be useful in statu- 
tory mergers or acquisitions which fall 
under Section 368(a)(1)(A), (B), or (C), 
the corporate reorganization sections of 
the Internal Revenue Code of 1954. 


[Ralph Breary, LL.B., is tax manager in 
the Washington, D. C. office of Arthur 
Andersen & Co.; is a former member of 
the Technical Staff of the IRS in Wash- 
ington; and is a member of the Bar of 
the District of Columbia and the Ameri- 


can Bar Association.| 


Combining related corporations and 


partnerships under the 1954 Code 


[' MAY BE SOME YEARS before all the 
aspects of the reorganization provis- 
ions of the 1954 Internal Revenue Code 
have been explored and their strengths 
and weaknesses determined. But in the 
meantime, taxpayers must and will con- 
tinue to acquire, dissolve, merge, and 
reorganize corporate and noncorporate 
entities, despite the uncertain implica- 
tions that lie within the 1954 Code re- 
organization provisions. This is illus- 


by JOSEPH C. HODGES 


trated by a rather complex acquisition 
made by a corporate taxpayer in which 
several sections of the reorganization 
provisions of the 1954 Code were ap- 
plicable. 

The taxpayer wished to acquire, with 
a minimum of tax liability to all con- 
cerned, two partnerships and two cor- 
porations. The corporations were owned 
by the same stockholders and some of 
the stockholders of the corporations 
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were partners in each of the partner- 


ships. In addition, the acquiring corpo- 


ration held stock in each of the two 
corporations. 
After much thought, consideration, 


and negotiation, the following described 
plan was evolved and approval obtained 
from the Treasury Department by letter 
ruling. 
For easy 


reference, we shall call the 


acquiring taxpayer Acquiring Corpora- 
tion, the larger of the two corporations 
to be acquired Big Corporation, and 
the smaller of the two, Small Corpora- 
tion. Firm Able was formed to take over 
the assets of one partnership and Firm 
Bake1 


sets of the other partnership. 


was formed to take over the as- 


Prior to the closing date of the ac- 


quisition agreement, the capital struc- 
ture of Big Corporation was changed so 
that the number of shares of common 
voting stock was increased and a new 
issue of preferred stock was created. 
Also, 


partnership transferred its assets to a 


before the closing date, each 
newly-created corporation, the partners 


receiving stock of the newly-created 
corporations in proportion to their part- 
After 
completed, there were four corporations, 
Big, Small, Able, 


which was to be 


nership interests. this step was 


and Baker, control of 
acquired by Acquiring 
Corporation. 

This 


having Big Corporation issue a part of 


control was accomplished by 
its newly-created preferred stock to the 
stockholders of Small Corporation in 
exchange for their stock in Small Corpo- 
ration, except as to shares held by Ac- 
quiring Corporation, which exchanged 
its Small Corporation shares for com- 
mon stock of Big Corporation. 


Big Corporation then issued more of 


its newly-created preferred stock to 
shareholders of Able & Baker for all 
their shares in Able & Baker. By this 


means, corporations Small Corporation, 
Able, and Baker became wholly-owned 
subsidiaries of Big Corporation. 

The final step in the acquisition was 
the exchange by the holders of the com- 
mon stock of Big Corporation of all 
their common stock in Big for common 
stock of Acquiring Corporation. With 
this step completed, Acquiring Corpora- 
tion had acquired control of more than 
80% of the voting stock, both preferred 
and common, of Big Corporation and 
through Big controlled Small Corpora- 
tion, Able, and Baker. 

The immediate tax consequences were 


to the partners of the former partner- 
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ships, who did not meet the require- 
ments of Sections 351(a) and 368(c) of 
the 1954 Code, because, under the uni- 
fied plan the partnership members end- 


ed up with stock of Big Corporation, a 


Corporation which the members of the 
partnerships as a group did not control 
after the reorganization was completed. 

To avoid the possible application of 
Section 306 to the preferred stock issued 
by Big 


agreement 


Corporation, the acquisition 
that the former 


stockholders of Small Corporation, 


provided 


\ble, and Baker, who received preferred 
stock of Big Corporation, had no inten- 
tion of disposing of such shares. It was 
also provided that there should be no 
commitments or agreements as to retire- 


ment of the preferred stock of Big Cor- 
poration other than an option which Big 
would have to redeem and a provision 


the stock could be redeemed 


through a sinking fund. It should also 


that 


be pointed out that under the plan of 
reorganization, the former stockholders 
of Small Corporation, Able, and Baker, 
who received all the preferred stock of 
Big, retained no Big common stock nor 
did they have control of Big Corpora- 
tion. 


[Joseph C. Hodges, CPA, is manager of 
the tax department of National Cylin- 
der Gas Company of Chicago, and con- 
tributes often to The Journal of .Taxa- 
tion.]| 


Reshuffling pre-1954 preferred stock: 


the impact of Section 306 


I 1948 the XYZ Corporation issued a 
dividend of preferred stock on its 
stock. The 


ferred stock was limited to 5% dividends 


outstanding common pre 
annually, was preferred as to par value 
on liquidation, and was redeemable up- 
on payment of a small premium. There 
was no provision for the compulsory 
redemption, retirement, or repurchase 
of the shares. 

We were consulted by the preferred 
shareholders, who wished to convert 
their preferred stock into cash but only 
if it could be done at capital-gains rates. 

\ redemption of the preferred stock 
was considered and rejected. Although 
the corporation was financially able to 
redeem the outstanding preferred stock, 
it was decided that a redemption could 
not qualify for capital-gains treatment 
under any of the savings provisions of 
Section 302 (substantially disproportion- 
ate or termination of interest). The re- 
demption would be taxed as a dividend. 

If the preferred shareholders could 
have sold their preferred stock in its 
then form, we felt that no problem 
would be involved, because the stock was 
the 1939 Section 
306(h) expressly excluded stock received 
in distributions to which the 1939 Code 
applied, and the Senate Finance Com- 
mittee pointedly excluded pre-June 18, 
1954 stock from the characterization of 
Section 306 stock. 


A direct sale at a fair price was not 


issued under Code. 





by FRANK H. URIELL 


feasible because the prospective buyer, 
wanted firm 


the 


an institution, assurance 
stock 


would be redeemed or repurchased by 


that ultimately preferred 
the corporation. Had there been a sink- 
ing-fund provision under the terms of 
the preferred stock, a sale at a fair price 
to this institution could have been read- 
ily arranged. 

Che corporation was willing to estab- 
lish a sinking fund for the serial re- 
demption of the stock, and it was also 
willing to agree with the institutional 
purchaser to make serial, periodic re- 
purchases of the shares until the entire 
issue had been repurchased. Undoubted- 
ly the addition of a sinking-fund or re- 
purchase arrangement would substan- 
tially improve the market value of the 
stock. 


How to add to sinking fund 

We considered several ways to accom- 
plish the addition of a sinking fund: 
(1) new preferred stock, with the appro- 
priate provisions, could be issued by the 
corporation in exchange for the sur- 
render of the shares of the old preferred 
stock stock 
stock of the same corporation and, under 


(this would be issued for 
Section 1036, would not result in gain 
or loss); (2) the charter of the corpora- 
tion could be amended so as to provide 
for a sinking fund for the preferred 
stock without disturbing the certificates 
outstanding; or (3) a separate collateral 


—— 
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contract could be executed by the corpo- 
ration and the institutional buyer to 
require the corporation periodically to 
repurchase parts of the issue. If the 
shares were exchanged for shares of a 
new preferred stock, would the new 
shares be “Section 306 stock’’? If a char- 
ter amendment were made to provide 
for a sinking fund or a collateral agree- 
ment made between the corporation and 
the institutional buyer to cover compul- 
sory repurchases, would this have the 
effect of making a substantial change in 
the “terms and conditions” of the stock? 
Granted that the latter two methods 
would bring about a substantial change 
in the terms and conditions, was such 
a change in stock already outstanding 
within Section 306(g)? 

It was our conclusion that the latter 
two methods mentioned would produce 
the same result — in reality, a change in 
terms and conditions of the stock. Sec- 
tion 306(g) referred to changes in “any 
stock,”” and the second and third meth- 
ods outlined above definitely were 
changes in stock. They did not create a 
new stock. The stock itself, having been 
issued prior to June 18, 1954, was not 
Section 306 stock. The stock itself hav- 
ing been excluded from the provisions 
of Section 306, it was our conclusion 
that while the term “any stock” had 
been used in Section 306(¢), it had to 
exclude stock referred to in Section 
306(h). 

The first method above, the exchange 
of a new stock for the old stock, liter- 
ally caused the issuance of a new stock 
following June 18, 1954 and, therefore 
was not per se excluded by the terms of 
Section 306(h). Would the new stock be 
“Section 306 stock’’? 

This caused a reference back to Sec- 
tion 306(c)(1)(A) and (B), the definition 
of “Section 306 stock.” To be such un- 
der the (A) clause the stock had to come 

a distribution which was not includ- 
ible in gross income by reason of Section 
05(a) (stock and stock rights distrib- 
uted). The new issue of preferred stock 
would be excluded from gross income 
not by reason of Section 305(a) but by 


Frank H. Uriell, LL.B., is a partner in 
the firm of Pope & Ballard of Chicago; 
member of the Illinois and Iowa Bars; 
former vice president of Admiral Radio 
Corp.; former Special Assistant to the 
General Counsel of the Bureau of In- 
ternal Revenue; and a member of the 
Chicago, Illinois, and American Bar As- 
sociations, the Law Club of Chicago.] 


reason of Section 1036 (stock exchanged 
for stock in the same corporation). 

To be “Section 306 stock” by reason 
of clause (B) it had to be received in 
either a non-recognition reorganization 
or a Section 355 transaction (split-off 
of active business), and then only to the 
extent that it was substantially a stock 
dividend. While it might be argued that 
the exchange of the old preferred stock 
for the new preferred stock was a re- 
capitalization and therefore a reorgani- 
zation, it was our conclusion that the 
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new stock being received was not itself 
in the nature of a stock dividend. 
Thus we felt the new stock, if the 
first method were used, would not be 
Section 306 stock. Since we had con- 
cluded that the other two methods (char- 
ter amendment or contract) were also 
acceptable, we advised the stockholders 
that in our opinion the sinking-fund or 
repurchase provisions could be added in 
any one of the three ways mentioned, 
and the gain on the sale would be sub- 
ject to the capital-gains rates. wr 


Tax factors may play major role in 


Curtiss-Wright-Studebaker-Packard deal 


—" Scuutz, Milwaukee tax attor- 
ney,! has this interesting comment 
on the tax aspects of the negotiations 
between Curtiss-Wright and Studebaker- 
Packard: 

The Wall Street Journal, Tuesday, 
June 5, 1956, p. 27, notes that limita- 
tions on the availability of the net oper- 
ating loss carryforward may play a sub- 
stantial part in the method in which 
Curtiss-Wright may join forces with 
Studebaker-Packard. 1955 data indicates 
a $29,000,000 loss for Studebaker-Pack- 
ard and the projection for 1956 looks 
like twice that amount. 

The plan under consideration is for 
Curtiss-Wright to take a two- or three- 
year option on 8 million shares of Stude- 
baker-Packard at $5 per share and for 
Studebaker-Packard to operate separate- 
ly with perhaps managerial and other 
help from Curtiss-Wright and the 
hoped-for benefit of defense and other 
new contracts. If, in say two or three 
years, Studebaker-Packard has recovered 
to make exercise of the options advan- 
tageous, the options would, of course, 
be exercised. Possibly cash advances 
would play an important part in making 
Studebaker-Packard 


granting of an option. 


receptive to the 


This plan has been explained in terms 
of availability of met operating loss 
carryovers, although it is clear that it 
has other aspects to recommend it. 
Based solely on the data contained in 
the Wall Street Journal, the following 
comments might be made: 

On the subject of loss carryover avail- 
ability several rules are material. They 


1 He is an associate in the firm of Whyte, Hirsch- 
boeck & Minahan. 


include the 20% continuity rule of Sec- 
tion 382(b), the effect of the “operating 
rules” under Section 381(b), and the pos- 
sibility of avoiding the 20% continuity 
through acquisition of at least 80% of 
the loss corporation followed by liquida- 
tion of the subsidiary under Section 332. 
In a reorganization-type acquisition, to 
make net operating losses fully available, 
the shareholders of loss corporation must 
end up with 20% of the stock of the ac- 
quiring corporation after acquisition. 
Where acquiring corporation is worth 
more than four times loss corporation, 
acquiring corporation presumably can- 
not obtain full advantage of the carry- 
over without making a bad deal. For 
every percentage point less than 20% 
that shareholders in loss corporation ob- 
tain, acquiring corporation suffers the 


Ko 


loss of 5% of the net operating loss 
carryover (Section 382(b)(2)). 

Thus, where loss corporation contin- 
ues to lose. at a prodigious rate, it will 
take a corporation proportionately much 
larger to absorb past as well as current 
losses against its current income, but the 
larger the corporaticn the less likely the 
20% rule can be met. To corporations 
in the same size or value range, past 
losses, of course, do not look attractive 
if current losses show signs of continu- 
ing at a rate sufficient to absorb acquir- 
ing corporation’s income. 

The 20% continuity rule, however, 
apparently can be avoided by acquiring 
80% of the loss corporation’s stock and 
then liquidating it as a subsidiary under 
Section 332. Section 381(a) makes the 
carryover available and Section 382(b) 
should not apply to a liquidation as dis- 
tinguished from a reorganization, but in 
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such a case the application of Section 
$34(b)(2) (Kimbell-Diamond Milling Co. 
doctrine) should be considered. More- 
over, there may be some hazard that a 
liquidation may be considered a step in 
what is actually a program of reorgani- 
zation. 


Option favored 


The use of an option has a great deal 
to recommend it in any acquisition. If 
property subject to the option increases 
in value, it permits acquisition of this 
gain or increment without realization 
for the period of the option, the incre- 
ment remaining in unrealized form in 
the lower basis of the property. The ex- 
pending of efforts to make one’s own 
property or option more valuable simi- 
larly is generally not considered a reali- 
zation of is doubtful, how- 
that the acquisition 
through the use of an option itself has 


income. It 


ever, deferring 





Ratio of debt to capital of 1026 to 2 
not too “thin”; corporation was ade- 
quately capitalized with valuable rights 
and goodwill. [Acquiescence] Two equal 
partnership 
chines value at $1,026,000 to taxpayer, 


partners transferred ma- 
a newly-formed corporation, in return 
for corporate interest-bearing notes of 
$973,000 and assumption of liabilities 
of $53,000. stock 
totalled $2,000. Even though the ratio 
of debt to capital was 1026 to 2, 


Their investment in 
the 
Tax Court determined the debt to be 
bona fide. The corporation, in addition 
to the purchased machines, had acquired 
from the partnership for no considera- 
tion orders and goodwill having a value 
of several hundred thousand dollars. In 
view of this substantial capital invest- 
ment, there is no ground for regarding 
the debt as really capital; taxpayer has 
a stepped-up basis for the machines. 
Perrault, 25 TC No. IRB 
1956-23. 


55, acq. 


Corporate insurance used to buy dece- 
dent’s stock for survivors a dividend to 
them. A agreement pro- 
vided that certain of the corporate offi- 
cers were to obtain life insurance with 


stockholders’ 


themselves as trustees named the bene- 
ficiaries. The corporation was to pay 


the premiums. Upon the death of any 
insured, the proceeds were to be col- 
lected by 


the trustees and distributed 


New corporate decisions this month 


August 1956 


anything to do with making the net 
operating loss carryover more available. 
A corporation ideally situated may be 
able to use the accumulated loss a year 
or two closer to the expiration of the 
five-year carryforward period and sim- 
ply decide that if losses continue to be 
incurred at the present rate so much 
will be available that distress might 
rapidly develop a situation permitting 
tearing up the option and working out 
a new and more favorable deal. 

We also note, of course, that a corpo- 
ration lending money to the ailing cor- 
poration may get a 100% bad-debt de- 
duction in the event of continued 
adverse circumstances. The indebtedness 
is certainly business in character, and 
unless amounting to securities or closely 
resembling an equity interest would be 
deductible in accordance with the bad- 
debt rules rather than under the capi- 
tal-loss rules. ¥ 


to the surviving stockholders in pro- 
portion to their stock ownership. When 
the president the remaining 
trustees used the insurance proceeds to 
purchase the decedent’s stock on _be- 
half of the surviving stockholders. The 
court held the trustees were agents of 


died, 


the corporation, and the corporation in 
effect received the proceeds of the policy 
which, though not representing income 
in its hands, did represent income to 
its stockholders when distributed to them 
through the purchase of stock for their 
benefit. Doran, TCM 1956-121. 


Commissioner still contends that earn- 
ings do not limit pre-1954 dividend of 
cppreciated property. [Non-acquiescence]| 
The Commissioner announces his non- 
acquiescence in this case, arising under 
the 1939 Code and now on appeal to the 
Ninth Circuit. Stockholders received a 
distribution of greatly appreciated tim- 
berland property in 1948 and 1949. Its 
fair market value was far in excess of the 
accumulated earnings of the corpora- 
tion. The Tax Court, refusing to follow 
Hirshon (CA-2) and Godley (CA-3), 
considered the distributions as taxable 
dividends only in an amount equal to 
the available earnings or profits each 
year, irrespective of the adjusted basis 
of the property distributed. Insofar as 
the value of the distribution exceeded 
the corporate earnings and profits it re- 


duced the stockholders’ basis. After the 
stockholders’ basis is reduced to zero, 
the distribution not out of earnings and 
profits is taxed as a capital gain. [Under 
the Regulations on the 1954 Code, such 
distributions are dividends only to the 
extent of the corporate earnings. Ed.] 
Cloutier, 24 TC 1006, IRB 
1956-21. 


non-acq. 


Cash in “liquidation” following reorgan- 
ization is dividend. [Acquiescence] In 
accordance with his policy in Rev. Rul. 
56-220, the Commissioner announces his 
acquiescence in the Langworthy case. 
The Board of Tax Appeals held that 
there was only one transaction in crea- 
tion of a subsidiary to receive all assets 
of a corporation except cash (stock go- 
ing directly to parent’s stockholders) fol- 
lowed by liquidation of parent. The en- 
tire transaction is a taxable reorganiza- 
tion and cash received is a dividend to 
the extent of earnings and profits. 
Similarly in Here tax- 
payer received cash and stock in a 
merger. Although the cash was not paid 
by the absorbed corporation, it has the 
effect of a dividend and is taxable as 
such. Similarly in Owens. Langworthy, 
30 BTA 469, acq. IRB 1956-21; Wood- 
ward, 23 BTA 1259, acq. IRB 1956-21; 
Owens, 27 BTA 469, acq. IRB 1956-21. 


Woodward. 


Non-pro-rata partial redemption not 
equivalent to a dividend. A corporation 
was engaged in the business of manufac- 
turing caskets and burial garments. After 
a sale of its entire casket business, the 
corporation moved its remaining burial- 
smaller 
quarters. Its stockholders decided that 
there was less need for capital in the 
and redeemed 200 shares of 
stock of taxpayer, a majority stockholder, 
at par value. The court, after noting 


garment operations to much 


business 


that the redemption was not pro-rata, 
held the redemption a partial liquida- 
tion not equivalent to the distribution 
of a taxable dividend. Rosania, TCM 


1956-116. 


No dividend in preferred-stock redemp- 
tion pursuant to plan. A redemption 
by a corporation of part of the preferred 
stock of taxpayer, an officer, and all of 
the preferred of his wife, is held not to 
be essentially equivalent to the distribu- 
tion of a dividend. The re- 
purchase by the corporation was made 
pursuant to the terms of the original 
stock issue which directed its retirement 
at a fixed price only slightly above par 
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upon contraction of business operations, 
which event actually occurred. Bullock, 
26 TC No. 35. 


Rental payments to controlled corpora- 
tion an indirect distribution of profits. 
[axpayer-corporation conducted a Ford 
agency as successor to a sole proprietor- 
ship. The corporation was wholly owned 
by Wade, the original proprietor. Wade 
made an agreement with his wholly- 
owned realty company to construct a 
building for lease to the taxpayer-agency 
in return for half the agency profits. The 
realty company also agreed to pay Wade 
a 6% return on any monies invested in 
the agency. The court held the actual 
rent paid by taxpayer and deductible by 
it was half of the agency profits less the 
6%, returned by the realty company 
to Wade, since the repayment consti- 
tuted an indirect distribution by tax- 
payer of its profits. Furthermore, dis- 
allowances of deductions on audit of 
taxpayer’s return did not establish that 
the agency profit was increased thereby 
and the realty company was entitled to 
half of such items as additional rent. 
There was no proof that taxpayer recog- 
nized such a liability in the taxable year. 
Wade Motor Co., 26 TC No. 28. 


Redemption of stock to cancel indebted- 
ness is a dividend. Taxpayer owned 50% 
of the stock of a corporation. He and 
owner surrendered an 
equal number of shares of stock in can- 
cellation of their indebtedness on non- 
interest-bearing notes which they had 


the other 50% 


executed to the corporation 214 years 
earlier to finance the purchase of the 
stock from a controlling stockholder. 
Their argument that they were mere 
conduits for transmitting the cash from 
the corporation to the vendors of the 
stock at the time of sale was rejected. 
held essentially 
equivalent to a dividend. French, 26 TC 
No. 32. 


The redemption is 


Distribution in reorganization a divi- 
dend. Various transactions, all within 
ten days, through which three apartment 
buildings owned by a corporation were 
conveyed to two new corporations con- 
trolled by the same stockholders, and 
which resulted in the dissolution of the 
old corporation with cash and other 
assets being distributed to the stock- 
holders, were held to constitute a re- 
organization under Section 112(g)(1)(D) 
of the 1939 Code. Taxpayer argued that 
each transaction was separate and the 


distributions were in liquidation and so 
were capital gain. However, treating the 
entire matter as a reorganization, the 
distribution of the cash and other prop- 
erty had the effect of a dividend and was 
taxable as ordinary income. Lesser, 26 
TC No. 37. 

Boot received in merger in lieu of frac- 
tional shares is dividend. In connection 
with a statutory merger of Y bank into 
Z bank, Y stockholders exchanged their 
stock for stock of the Z bank plus cash 
for fractional shares. The cash received 
is held to have the effect of a dividend 
distribution. Rev. Rul. 56-220. 


Reorganization taxable; one stockholder 
bought out another before completion. 
In 1947 Brown corporation, which was 
engaged in the production of agricul- 
tural sprayers and velocipedes, trans- 
ferred its velocipede business to an 
existing corporation, Velo-King, in ex- 
change for debenture bonds which were 
distributed to stockholders of Brown in 
cancellation of a portion of their stock. 
Prior to this reorganization taxpayer and 
another man were in control of both 
corporations; just before completion of 
the reorganization taxpayer bought out 
the other’s interest in the Brown corpo- 
ration. Since there was either a lack of 
continuity of interest of Brown stock- 
holders in Velo-King, or an intra-stock- 
holder purchase not provided for in the 
plan of reorganization, gain or loss on 
taxpayer's exchange of his Brown stock 
for Velo-King debentures is recognized. 
But the court holds the exchange was 
not taxable as a dividend; it constituted 
a partial liquidation subject to capital- 
gains rates. Bullock, 26 TC No. 35. 


Capital gain on sale of Section 306 
stock to employees’ trust. M corporation 
pursuant to a plan of recapitalization, 
issued new preferred and common for 
the old capital stock, about 80% of 
which was owned by employees. The re- 
capitalization was tax-free, but the pre- 
ferred was Section 306 stock. The quali- 
fied profit-sharing fund created by the 
corporation had previously agreed to 
purchase the stock of M corporation 
owned by certain retiring employees. 
The agreement had been made when 
only a single class of capital stock was 
outstanding, but did provide for the 
substitution of the new shares if and 
when issued. The IRS holds. that the 
gain or loss realized by each retiring em- 
ployee upon the sale of his new shares 
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of preferred and common to the trust 
will be capital and would not be subject 
to the limitations of Section 306, be- 
cause this disposition does not have as a 
principal purpose the avoidance of tax. 
Rev. Rul. 56-223. 


Substantially all assets transferred in re- 
organization; it is tax-free. Taxpayer 
had a wholly-owned company which in 
turn owned 50% of another. The parent 
and subsidiary were combined into one 
by creating a new corporation all of 
whose stock was issued for all the as- 
sets of the two old companies except the 
parent’s shares in the subsidiary. The 
Commissioner argued that because of 
this exception the parent did not trans- 
fer substantially all its assets. The Tax 
Court held it did, because all the assets 
of the subsidiary, including therefore the 
parent’s equity, were transferred. George, 
26 TC No. 49. 


jury finds liquidation followed by re- 
incorporation a reorganization. The old 
corporation was liquidated and the new 
corporation formed 10 days later. The 
court charged the jury that if the stock- 
holders intended not really to dissolve 
but to continue the business of the old 
corporation in the new one, then a re- 
organization, not a liquidation, occurred. 
The jury found as a fact that the stock 
ownership of both corporations was the 
same, despite a contention by taxpayer 
to the contrary, and that a reorganiza- 
tion had taken place. [Not clear from 
reported charge, but apparently the 
stockholders retained some assets which 
the Commissioner taxed as dividends as 
boot in a reorganization, not return of 
capital in a liquidation of the company. 
Ed.| Anniston Soil Pipe Co., DC Ala., 
3/26/56. 


Successor in merger allowed to carry 
back loss to predecessor; merger mere 
change of state. A Massachusetts corpo- 
ration wished to change its corporate 
domicile to Delaware in order to avoid 
certain Massachusetts franchise taxes. It 
formed a Delaware subsidiary into which 
it merged itself in a statutory merger. 
The Delaware corporation was identical 
to the Massachusetts corporation which 
it replaced. The Commissioner denied 
a net operating loss carryback from the 
first taxable year of Delaware to the last 
taxable year of Massachusetts on the 
ground that the two corporations were 
not the same taxpayer. The court holds 
that in effect they were the same tax- 
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payer and that the result of allowing 
the carryback would be exactly the same 
as though the merger had not occurred. 
(1954 Code Section 381(b) achieves the 
Newmarket Manufactur- 


same result.) 


ing Co., CA-1, 5/18/56. 


Loss on contract with controlled corpo- 


ration really a capital contribution. 
Taxpayer contracted with his own cor- 
poration to construct an apartment 
building for it. His expenditures exceed- 
ed the contract price. He claimed the 
difference as a business loss. The FHA 
owned the preferred stock in the cor- 
poration and therefore, he argued, the 
corporation could not reimburse him. 
The 


allowance of the loss on the grounds 


court affirms the Tax Court dis- 


that the corporation was the taxpayer's 
alter ego and the excess cost a contribu- 
The FHA stock 


ownership had no effect on taxpayer's 


tion to its capital. 


rights. Johnson, CA-4, 5/25/56. 


Sales of inventory assets by corporation 
to its controlling stockholders were bona 
fide. [Acquiescence| Taxpayers bought 
lawn mowers from their controlled cor- 
poration to sell directly to concerns not 
considered good credit risks by the 
financial backers of their corporation. 
They paid for the mowers but the in- 
tervening bankruptcy of the corporation 
prevented their delivery. As the trans- 
actions were entered into for profit, the 
cost of the unreceived mowers was 
allowed as a business loss even though it 
was admitted that one purpose of the 
sale was to make available to their cor- 
poration current working capital. 
Towers, 24 TC 199, acg. IRB 1956-25. 

Can’t deduct loss on ballistics labora- 
tory: it’s a hobby. [Certiorari denied] 
Taxpayer, a graduate engineer, came 
into a large inheritance and opened a 
ballistics laboratory, on which he lost 
1936 through 
1953, the time of the Tax Court hearing. 
In 1948 and 1949, the laboratory had in- 
come of $700 and $2,500, and expenses 
of $19,000 and $21,000, respectively. The 


Commissioner disallowed these losses as 


money every year from 


not being connected with a trade or 


business, and the Tax Court agreed. 


Affirmed: that a 
profit motive, the essential requirement 


the evidence showed 
of a business, was missing. White, cert. 


den., 5/21/56. 


Spin-off of property to new corporation 
taxable. A 


domestic corporation or- 


August 1956 


ganized a new foreign corporation and 
transferred to the latter a portion of its 
assets in exchange for all of the latter’s 
capital stock, which was distributed pro 
rata to its shareholders. Since there was 
no separation of existing businesses but 
rather a new venture was undertaken 
by a new corporation, the requirements 
of Section 355 providing for a tax-free 
spin off of “active businesses” were not 
met. Accordingly, the distribution by the 
domestic corporation of the new corpo- 
ration’s stock to its shareholders is tax- 


able. Rev. Rul. 56-227. 


Corporation liquidated for business rea- 
sons; inventory normal; not collapsible. 
The Service holds that a corporation 
liquidated because of overcrowding of 
the field amd severe competition had a 
bona fide business reason. The inventory 
at liquidation eventually sold by the 
stockholders was normal. It is not a 
collapsible corporation. The stockholders 
realized capital gain on sale of the in- 
ventory. Rev. Rul. 56-244. 

Corporate lease found to have market 
value on liquidation. The principal asset 
the 
liquidation was a lease on its premises. 


of a corporation at time of its 
Taxpayer claimed that the lease had 
no value because for many months prior 
to liquidation he had tried unsuccess- 
fully to sell the corporate stock. The 
court finds that events subsequent to the 
liquidation, namely taxpayer's receipt 
of income from the lease, justified the 
fair market than 
$50,000 found by the Court. 


Pokress, CA-5, 5/25/56. 


value of not less 


Tax 


Tax consequences of corporate liquida- 
tion outlined. Upon liquidation of a 
personal holding company within one 
the were 
81°, corporate  stock- 
holder and to a 19% individual stock- 
holder in their stock 
stockholder 


calendar month, assets dis- 


tributed to an 


proportion to 
The 
was held entitled to the benefits of Sec- 


ownership. minority 
tion 333 limiting the recognition of gain 
in certain one-month liquidations, while 
the corporate stockholder was held to 
come within the requirements of Section 
332 providing for nonrecognition of gain 
or loss on the liquidation of a subsidiary. 
Rev. Rul. 56-212. 

GM bonus plan unreasonable after 
dealer becomes sole owner. [Certiorari 
denied] Taxpayer paid its president and 
vice president salaries of $12,000 each 


in 1946 ($10,000 each in 1945) and 


bonuses of 50% of the profit after 15° 
on capital. This was the formula adopted 
when General Motors held most of the 
voting stock and was continued after 
the two executives (and their wives) 
each had 50% of the company. As in 
the held 


salaries were not reasonable merely be- 


other cases, Tax Court the 
cause the formula had been originally 
adopted at arm’s length. The Tax Court 
found the bonuses of $31,000 each in 
1946 (it was $4,500 in 1945) would not 
have been paid except to stockholders 
because the company needed cash. More- 
over, the high profit was due more to 
car shortages than to executive ability. 
It noted with interest that after leaving 
petitioner, the 


president, in a new 


dealership had a contract limiting his 
bonus to $20,000. It allowed $25,000 total 
compensation for each officer in 1946. 
The Circuit City 
Chevrolet, cert. den. 5/21 


Second affirmed. 


56. 


Entire salary paid to stockholder-presi- 
dent held reasonable by jury. The Com- 
allowed a deduction of 

$35,700 The 
charge to the jury included, among other 
the that the 
gatherers ought, in appropriate cases, to 


missioner had 


$17,500 out of claimed. 


things, statement tax 
consider that sole stockholders risk capi- 
that their 


more or less contingent since other em- 


tal and credit, salaries are 
ployees must be paid first, and that gen- 
erally, contingent compensation is ex- 
pected to be larger than fixed and 
definite compensation. The jury allowed 
$35,700. Milford Motor Company, DC 
N.H., 3/1/56. 

in- 
stallment obligations from parent uses 
latter’s basis. The gain on sale of an in- 


Subsidiary purchasing third-party 


stallment obligation by a parent corpora- 
tion to a wholly-owned subsidiary with 
which it files a consolidated return is an 
intercompany profit to be eliminated 
from the return. The basis of the note in 
the hands of the subsidiary is the same 
as in the hands of the parent, and the 
subsidiary must continue to report the 
gain realized from payments received 
on the note on the same basis,elected by 


the parent. Rev. Rul. 56-186. 





BINDERS for The Journal of Taxation 
are available; each binder holds two 
volumes (12 copies). Price: $3 each, 
plus shipping. Specify whether binder 
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from The Journal of Taxation, 147 East 
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_ NEW DEVELOPMENTS IN 


EDITED BY HARRY GRAHAM BALTER, ut 





How to protect taxpayer's constitutional 


rights in a tax fraud investigation 


Kalman A. Goldring of Pittsburgh (Shapera, Newman, 
g § 


Goldring & Dodd), a knowl- 


edgeable tax fraud lawyer, maintains* that the individual taxpayer involved in a 


tax investigation should protect his constitutional 


rights — forthwith, in writing 


only, and with undiluted vigor. Few practitioners of equal competence now use the 


technique suggested by him. Whether 


his ideas are maverick or portend a future 


trend is the question. Your editor asked Mr. Goldring to set down his ideas inform- 


ally in letter form. Your editor is pleased to quote Mr. Goldring’s letter in full. 


Dear Harry: 

months there have been 
written 
strongly calling attention to the fact that 


In recent 
numerous well dissertations 
great enough care has not been taken to 


protect the taxpayer's constitutional 
rights in tax fraud investigations. 
difficulty 


found in reading these articles is that 


The great which I have 
they do not seem to answer the ques- 
tion, “How do you do it?” 

I have felt that the key was given in 
1949 by the United States Supreme 
Court in Smith v. United States, 337 
U.S. 137 and re-emphasized in three 


cases in 1955, namely, Quinn v. United 


States, 349 U.S. 155; Emsbak v. United 
States, 349 U.S. 190; and Bart v. United 
States, 349 U.S. 219. The tragedy seems 


to be that these are not “tax” cases and 
are, therefore, completely overlooked by 
the tax practitioner. 

In the Smith case, a man under inves- 
tigation for OPA violations was called 
in for a formal questioning. At the out- 
set he made the statement that he did 
not want to waive any of his legal rights. 
rhe questioning proceeded and devel- 
oped the evidence upon which he was 
In due course, 


convicted. the Supreme 


Court said, “wait a minute, you can’t 


use that evidence or any outgrowth 


thereof” and reversed the conviction. 
[his case was construed in the later 


cases, Quinn, Emsbak, and Bart, to mean 


that the government is barred from us- 
ing in a criminal action any informa- 
tion obtained under a claim of constitu- 
tional immunity. 

This is a matter of general constitu- 
tional law, and I have seen nothing to 
suggest that the Constitution has been 
revoked when it comes to federal taxa- 
tion. It seems to me that for too long, 
practitioners have been overlooking the 
fact that a criminal tax investigation 
and a criminal tax prosecution are in 
the same category as any other criminal 
investigation and prosecution under the 
Federal Constitution. In fact, the Su- 
preme Court specifically pointed this out 
in Holland v. United States, 348 U.S. 
Zi. 


When to raise constitutional question 


The first question, of course, that 


comes up “When do you raise the 
constitutional question?” My answer is — 
It is indubitably 
impolitic to raise the immunity ques- 
audit 
where apparently there is nothing to 


“As soon as possible.” 


tion in an_ ordinary situation 
fear other than normal disputes over 
adjustments; but it certainly is more im- 
politic to fail to raise the question the 
moment there is any indication whatso- 
ever that the audit is not an ordinary 
or routine examination. 

The indications that an examination 
is not routine may be manifold and I 
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don’t think that anyone can lay down 


any general rules. However, at any time 
a state- 
“This is not a routine 


that an auditing agent makes 
ment, such as, 
matter,” or otherwise indicates that the 
audit is out of the normal routine (in- 
net worth state- 


ments and requests for bank analyses 


cluding requests for 


where books and records appear to be 
time has come to seek 
constitutional protection. The presence 
in the investigation of a special agent is, 
tantamount to a statement 
that there is a criminal investigation be- 
cause, as all qualified practitioners know, 


adequate), the 


of course, 


the Intelligence Division today is pri- 
marily 
upon which to ground a criminal pro- 
secution. 


interested in finding evidence 


Written record recommended 


I have, for 
many years advocated the use of the rec- 


Then what? As you know, 


ord in place of the oral word in tax 
work. Whenever the constitutional] pro- 
tection must or should be sought, I be- 
lieve it should be sought in writing. In 
that regard, I recommend that the prac- 
titioner prepare and have the taxpayer 
execute a statement, preferably in the 
form of a letter addressed to the Direc- 
tor of Internal Revenue for the atten- 
tion of the agent or special agent, which 
specifically states: 

“Notice is hereby given that the tax- 
payer waives none of the rights provided 
to him under Circular 230, Regulations 
Pertaining To Practice Before the Treas- 
ury Department, the United States Con- 
stitution, the Administrative Procedure 
Act, pertinent judicial decisions and 
Legislative enactments. All information 
subinitted hereafter is submitted under 
the express representation that it is to 
be used only for the purpose of ascer- 
taining the civil tax liability of the tax- 
payer and for no other purpose.” 

It may also be wise to add that “Any 
information hereafter submitted at the 
request of representatives of the United 
States Government is submitted involun- 
tarily and under compulsion.” Another 
“No waiver of any 
provisions of this letter shall be effective 


helpful provision is, 


unless it is made in writing and executed 
by the individual taxpayer, personally.” 

In an attempt to obviate the claim 
that the taxpayer has refused “proper” 
cooperation, the following provision 
may be used: 

“Subject to the provisions of this let- 
*See Goldring, “How to claim immunity in tax 


investigations,” Tax Ideas, Prentice-Hall, Par. 
8023 et seq. 
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ter, the taxpayer has instructed his at- 
torney to cooperate fully with the agents 
of the government, and to submit any 
requested information which said at- 
torney deems advisable.” 

It would seem advisable that a notice 
of this type be filed on behalf of each 
individual taxpayer who is being exam- 
ined, including any spouse who is party 
to a joint return. 


Protection of witnesses 

There is another group of people who 
need the protection of the Constitution 
in many instances. These are the wit- 
nesses called before the special agent for 
a formal questioning. 
There is just as much danger that these 
people will, advertently or inadvertent- 
ly, say something which may involve 


interview or 


them in the prospective prosecution of 
the taxpayer or involve themselves in a 
prosecution based upon their own re- 
turns. There seems to be no reason why 
each and every witness, properly repre- 
sented, in such an interview should not, 
after he had been duly sworn and identi- 
fied by giving his name and address, 
read into the record a statement along 
the following lines: 

“I do not waive any of the rights pro- 
vided under Circular 230, Regulations 
Pertaining to Practice Before the Treas- 
ury Department, the United States Con- 
stitution, including specifically so much 
of the Fifth Amendment as provides the 
privilege against self-incrimination, the 
Administrative Procedure Act, pertinent 
judicial decisions and legislative enact- 
ments. I am here to testify under the 
force provided to the Treasury Depart- 
ment by pertinent provisions of the In- 
ternal Revenue Code and my failure to 
require a Subpoena or Court Order shall 
not constitute anything more than a 
waiver of the legal processes provided by 
statute to force my appearance as a wit- 
ness. No answer to any question is given 
as an intentional waiver of the rights 
hereinbefore claimed. 

“Inasmuch as verbal language too 
often, by use of intonation and expres- 
sion, conveys a meaning different from 
written language, I specifically request 
an opportunity to examine any trans- 
cript of my testimony and to correct it 
so that, as written, it will embody the 
answer which I attempted or intended 
to give.” 

This last paragraph has been inserted 
as a result of a series of instances in 
which the witnesses were not recalled 
for the purpose of reading and signing 
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their testimony. Apparently, this recall 
was omitted in an attempt to prevent 
the copy of the testimony, to which they 
would then be entitled, from falling in- 
to the hands of the attorney represent- 
ing the taxpayer under investigation. 
While I have no case law to back me up 
on this provision, I feel that a failure 
after such a request to allow the witness 
to read over and sign the transcript, 
renders the transcript subject to severe 
attack in the event of trial, and may, 
in fact, render it completely useless. 
Actually, I do not see how, in view of 
the reservation, a witness can be bound 
to anything in the transcript without his 
having signed the transcript. 


Two warnings 

I think that everything I have pointed 
out above is subject to two warnings. 
Firstly, nothing in this type of reserva- 
tion of constitutional rights prevents a 
prosecution for perjury committed in 
the course of testimony given under such 
a reservation. Secondly, if counsel for a 
witness has definite knowledge or in- 
formation that the witness has in fact 
done something wrong which could 
ground a criminal prosecution, I believe 
that the witness should still refuse to 
answer any and every pertinent ques- 
tion on the constitutional grounds. 
These notices are designed to protect 
the unwary where there are actions or 
facts which may be subject to a variety 
of interpretations. Until there is some 
further interpretation on the Smith case 
(supra), I would not place my sole re- 
liance on the notice. 

Paul Lipton, in his recent article, 
“Trends in Tax Fraud Investigations 
and Litigation” appearing in Taxes, 
page 267 (April 1956) states that to date, 
the Treasury Department is not pre- 
pared to take the position that the tax- 


payer’s books, records, and personal in- 
formation are available to it for crim- 
inal purposes, regardless of the Consti- 
tution, under the doctrine of publicly 
required records enunciated in United 
States v. Shapiro, 335 U.S. 1. The tacti- 
cal effect of the notices which I have 
herein discussed is therefore to prevent 
the government from making an out- 
right demand for books, records, and tes- 
timony of the involved taxpayer. 


Beware indirect approach 


The practitioner, however, must be on 
guard against attempts by the agent to 
obtain the records voluntarily under 
such sly suggestions as, “If you can show 
us where we are wrong, we will be glad 
to change our position” or “If you are 
so sure that there is nothing wrong, why 
don’t you let us look at the records and 
give us your story and satisfy us in that 
regard.” While the agent making such 
statements may be assumed to be mak- 
ing them in complete good faith, the 
wary practitioner knows that his is not 
the last word on the subject, and that a 
group chief or other supervisor may 
look at the information with a more 
jaundiced eye, and may urge a recom- 
mendation for prosecution which the 
agent, himself, would be loath to make. 
It is, therefore, incumbent upon the 
wary practitioner not to be talked out 
of his position by any seeming induce- 
ments to waive the rights in the expec- 
tation that no criminal prosecution will 
follow. 

While these statements constitute an 
invitation to “try and find it” the invita- 
tion is to a party already in progress 
anyway, so that nothing is lost because 
we have added “without our assistance” 
or “by your own efforts.” 

Sincerely, 
Kal 


NEW DECISIONS IN FRAUD & NEGLIGENCE THIS MONTH 


Fraud in failure to report over-ceiling 
cash sales. [Certiorari denied] Tax- 
payer’s whiskey business was operated in 
daughter’s name but was held taxable 
to father who actually ran it. No capital 
was used. Taxpayer conceded that he 
received cash payments in excess of ceil- 
ing prices on whiskey sold but claimed 
he paid all of it for supplies. The Tax 
Court disbelieved the suppliers’ state- 
ments that he paid them only ceiling 
prices and, exercising practical judg- 


ment, allowed amounts equal to about 
2/3 of overceiling receipts as over-ceiling 
costs. Fraud penalties for failure to re- 
port over-ceiling sales were, sustained. 
This court affirms. Pleason, cert. den. 
4/2/56. 


Income determined by bank-deposits 
method upheld. The joint return of 
taxpayer and her husband for the year 
1949 was unsupported by any books 
or records and the Commissioner deter- 
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mined their income by the bank deposits 
method. Taxpayers contended that one 
of the deposits represented proceeds of 
the sale of a lumber company, but the 
court holds for the Commissioner. In 
the absence of books and records, use 
of the bank-deposits method was justi- 
fied and the taxpayers did not sustain 
their burden of proving that a particu- 
lar deposit was not income. Doll, CA-6, 
3/28/56. 


6 years and $7,000 fine for evasion up- 
held. [Certiorari denied| Defendant was 
convicted of reporting $13,000 in 1947 
and $22,000 in 1948 though his actual 
income was $52,000 and $53,000. He was 
sentenced to 6 years and a fine of $7,000. 
Che Eighth Circuit upheld the convic- 
tion. The net-worth computations were 
admissible; the agents had tried to veri- 
fy defendant’s claim of $90,000 cash in 
1940, vague as it was; moreover, his fi- 
nancial transactions were inconsistent 
with a claim of large funds. Income-tax 
returns for years prior to the ones at is- 
sue here were entirely competent as evi- 
dence. Kampmeyer, cert den. 4/23/56. 


$40,000 fine and 10-year sentence for 
evasion upheld. Taxpayer was found 
guilty by a jury of attempted tax eva- 
sion. The district judge imposed this 
sentence despite his previous blameless 
reputation as a community leader. Char- 
acterizing the sentence as severe, this 
court notes that it was within the trial 
judge’s authority and cannot be dis- 
turbed. Jolly, CA-6, 1/10/56. Cert. den., 
6/4/56. 


Conviction of Grunewald and the tax- 
fixing ring upheld. The issues in the 
appeals of Grunewald, Bolitch, and 
others from their conviction of con- 
spiracy to obstruct tax collection are 
largely issues of criminal law. Judge 
Medina’s opinion upholding the convic- 
tion reviewing much of the evidence is 
fascinating reading for the tax prac- 
titioner. Long dissent was filed by Judge 
Frank arguing that the Fifth Amend- 
ment privilege of one defendant was 
abridged when he was required to testify 
at trial about his refusals to answer 
similar questions before the Grand Jury. 
Judge Frank reviews American and for- 
eign cases and history on the issue. 
Grunewald, CA-2, 4/10/56. 


Jury specifically finds fraudulent in- 
tent; no refund of penalties. ‘Taxpayer 
sued for refund of tax and fraud penalty 


paid after the Commissioner redeter- 
mined his income using the net-worth 
method. The jury holds for the govern- 
ment. Mickler, DC Fla., 12/10/56. 


Reconstruction of income by percentage- 
markup method; lower-than-average 
gross profit alerted Commissioner. Tax- 
payer operated a retail store in Michigan 
which sold liquor, tobacco, magazines, 
and some groceries. The average gross 
profit of liquor stores in that state varied 
from 8% to 11% in the years in ques- 
tion. Taxpayer’s books showed a profit 
far less. Taxpayer failed to show that 
the discrepancy was due to theft, break- 
age, or the pushing of inferior liquors at 
cheap prices; and furthermore, Michi- 
gan sets the liquor dealer’s purchase and 
selling price. The Tax Court stated that 
the Commissioner was fully justified in 
reconstruction of the taxpayer’s income 
during the years from 1943 to 1950 by 
use of a percentage-markup method. 
Because of its conclusion that part of 
the deficiencies in the given years was 
due to fraud, the statute of limitations 
was no bar and a 50% fraud penalty on 
the determined deficiencies was upheld. 
This court affirms. Kurnick, CA-6, 4/ 
19/56. 


No statute of limitations on unsigned 
return but no fraud penalty either. Tax- 
payer did not sign his 1944 return. Since 
an unsigned return does not start the 
statute of limitations running, assess- 
ment is timely. Further, there can be no 
fraud penalty since it is not a proper 
return. In addition, taxpayer used as his 
partnership income the figure deter- 
mined by his partner. The court suspects 
he knew the figure was understated but 
did not investigate. It approves the 
negligence penalty. Haring, DC Ohio, 
4/5/56. 


In net-worth computation, assets taken 
at market value, expensed improvements 
excluded. Taxpayer objected to the 
Commissioner's ignoring inventories in 
computing his income on the net-worth 
basis, thus assuming inventories in the 
period remained constant. The Tax 
Court held the taxpayer had not shown 
what the inventories were. During the 
period under review taxpayer sold part 
of a coal and lumber yard. The opening 
figures for this property did not include 
improvements which the taxpayer had 
expensed in prior years. The Tax Court 
found this equitable. To allow a higher 
figure would give him a double benefit 
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of the cost of improvements. This court 
agrees with the treatment of inventory 
and expenses. Bond, CA-4, 4/9/56. 


Inconsistency between books and net- 
worth increase justifies ignoring books, 
but fraud not sustained. [Acquiescence] 
Taxpayer operated slot machines and 
also had interests in other businesses. 
His wife kept fairly detailed books. The 
Commissioner ignored them and com- 
puted income by increase in net worth. 
This the court held proper. However, 
for all but one year the court held that 
evidence of fraud was not clear and con- 
vincing. For 1947 there was the tax- 
payer’s plea of guilty to a criminal eva- 
sion proceeding. Gleis, 24 TC 941, acq. 
IRB 1956-18. 


No intent to form partnership; omis- 
sion of income fraudulent. On the facts, 
and in the absence of a partnership 
agreement, the court refused to recog- 
nize a yarn business as a partnership 
comprising taxpayer, his wife who per- 
formed no services, and his two brothers 
in the army. All sales resulted from the 
efforts of taxpayer himself and were to 
be included in his income. Substantial 
understatements of income which ap- 
peared consistently over a period of years 
were held to evidence fraud. Tager, 
TCM 1956-126. 


Net-worth method used against police- 
man; fraud penalty sustained. Taxpayer, 
a policeman, failed to keep books re- 
flecting his real-estate transactions. The 
failure to report items of income re- 
ceived, the claiming of false medical and 
other deductions, the obvious inflation 
of deductions, and the pre-dating of 
the acquisition date of property so as 
to bring it within the long-term capital- 
gains provisions, were considered by the 
court among others facts as showing a 
fraudulent intent to evade taxes. High, 
TCM 1956-18. 


Net-worth conviction reaffirmed on 
Supreme Court remand. [Certiorari 
denied.| Taxpayer was convicted of tax 
evasion, proof of his income was made 
under the net-worth-increase method. 
Taxpayer, who did not take the stand at 
the trial, contended that the govern- 
ment’s case rested on his own uncor- 
roborated admissions and also that the 
government failed to investigate leads. 
The court held, however, that the ad- 
missions as contained in net-worth state- 
ments and answers to questions filed by 
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the taxpayer were corroborated by in- 
obtained in  in- 

the 
his tax returns, bank accounts, and sales 
of property, Banks, CA-8, 6/28/55, cert. 


den. 


dependent evidence 


vestigations based on statements, 


Income of gamblers reconstructed from 
commissions paid out. The court sus- 
tains the Commissioner’s determination 
of the gross profit of a betting syndicate 
by multiplying the commissions paid to 
“runners” by four, since it was shown 
that they were given bonuses totalling 
25% of the retained gambling profits. 
Nowland, TCM 1956-72. 


Reconstruction of income by net worth 
justified. Taxpayer had only a limited 
education but he operated several busi- 
nesses—a trucking company, real estate, 
a retail liquor store, and an interest in 
a gambling club. He failed to report in- 
come from the liquor store or gambling 
club. Since no books or records of the 
business interests were available except 
for rental-receipt ledgers, the court holds 
resort to the net-worth-and-expenditures 
method is justified. Wilson, TCM 1956- 


53. 


Net worth of gambler without source 
of income attributed to past savings. 
Taxpayer, an uneducated and extremely 
frugal employee, had earned some in- 
come from sale of lottery tickets in addi- 
tion to his wages. The Commissioner 
reconstructed his income under the net- 
that he 
paid for his house and car out of such 
The 


ever, after noting that taxpayer was one 


worth method and contended 


unreported earnings. court, how- 
of the smallest gamblers ever to have 
come before it, was unable to find any 
clue to unreported income other than 
receipts of $1.80 a week from the sale 
of lottery tickets. It therefore concluded 
that the house and car were purchased 
from prior years’ savings, not from un- 


reported income. Martel, TCM 1956-62. 


Bookie’s income reconstructed from net 
Che 


tion of a 


worth. Commissioner's determina- 


bookmaker’s income by use 


of the net-worth method was affirmed 
where the taxpayer failed to show any 
Osborne, 


errors in the determination. 


TCM 1956-92. 


Commissioner must prove lack of open- 
ing cash; Tax Court reversed. The Com- 
schedules to 
their 


missioner used net-worth 


that understated 


show 


taxpay ers 
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income for 1943-1947... They claimed 
they had a large cash balance built up 
by earnings in prior years and gifts from 
her father. The fact that their business 
and for small 
amounts in the thirties made this claim 
unbelievable to the judges. However, 
this court finds that the Tax Court had 
accepted the Commissioner's figure mere- 


borrowed frequently 


ly because taxpayers did not show the 
correct figure. This was error. Further, 
the Commissioner must show, even in 
civil cases like this, that taxpayer had 
a likely source of unreported income. 
Thomas, CA-1, 4/12/56. 

Tax Court’s “cash on hand” in net- 
worth determination affirmed. Taxpayer 
1904. For 
years, he leased or operated various 
1936, he 
started to run a night club in the name 


came to Chicago in many 


restaurants and saloons. In 
of a corporation. He used a single-entry 
bookkeeping system, and the facts in- 
dicated that on occasion his cash register 
was set to show income in a predeter- 
actual re- 


mined amount less than the 


ceipts. He also ran various gambling 
games at the club for which he or the 
corporation received percentages. 
Through another corporation, he 
bought several pieces of Chicago real 
estate from which he drew money over 


the years. The Tax Court found that 
the records maintained by the corpora- 
tions and the taxpayer were insufficient 
to form the basis for an accurate deter- 
mination of income, and approved the 
the the 


Appeals 


Commissioner of 
The 
agrees. In the net-worth computation, 


use by net- 


worth method. Court 
the Commissioner used an opening cash 
balance of $15.03. The 


that 


Tax Court held 
this was an unrealistic determina- 
tion and fixed the opening cash at 
$100,000. It that the de- 


ficiencies were due to fraud with intent 


also found 


30th of these conclusions 
the 


to evade tax. 
had support in and 
affirmed on appeal. Potson Estate, CA-7, 


2/29/56 


record, were 


Increase in net worth allocated ratably 
over a period. In a net-worth investi- 
gation, the Commissioner increased the 
taxpayers’ taxable income in the years 
in which the unreported income first 
appeared in the form of tangible assets. 
The court finds that the taxpayers’ oper- 
ations (in a clothing store) did not sup- 
port such an allocation, holding that a 
more equitable method would be to dis- 
tribute the total unreported income over 


the involved in the ratio 


which the reported cost of goods sold in 


years same 
each year bears to the total reported cost 
of goods sold. The court also increases 
the cash on hand at the beginning of 
the period and upholds the fraud penal- 
ties. Ruben, DC Colo., 5/7/56. 


Adequacy of records does not bar use 
of net-worth method. Taxpayer owned 
and operated a meat and grocery mar- 
ket. 
for reconstructing his correct net in- 


Resort to the net-worth technique 


come was held proper even though he 
kept a set of books which appeared 
No general 
ledger was kept and the books did not 


superficially adequate. 


show his investment in bonds and real 
1947, 1948 1949 
payer was held to have filed fraudulent 


estate. For and tax- 
returns, having been well aware of his 
approximate income and of the sub- 
stantial understatement thereof in his 


returns. Axler, TCM 1956-58. 


Use of net-worth method approved by 
jury. Taxpayers were residents of New 
Mexico and paid small amounts of in- 
come taxes in 1946 and 1947. The Com- 
missioner assessed deficiencies, finding 
the 
worth method. Taxpayers paid the de- 
The 
court instructed the jury that the tax- 
payers had the burden of showing that 


additional income by using net- 


ficiencies and sued for a refund. 


the income that they reported for 1946 
1947 The 
missioner could the net-worth 
method unless the taxpayers’ records did 


and was correct. Com- 


not use 
not clearly reflect their income for the 


years in question. The jury’s vedict was 


for the government. Hansen. DC N. 
Mex., 11/8/55. 

Net-worth and bank-deposit methods 
not inconsistent. In response to de- 


fendant’s demand for a bill of particu- 
lars, the government announced that it 
would base its proof on the accrual 
method of accounting. The court holds 
that this does not require the exclusion 
the 
method and the bank-deposit method. A 


of evidence based on net-worth 


substantial understatement was shown 
on the accrual method. Also, it was not 
error to allow defendant's former book- 
keeper to testify concerning defendant's 
inquiry about keeping a double set of 


books. McKenna, CA-8, 4/26/56. 


Unreported income reconstructed from 
customers’ purchases. The Commissione1 


reconstructed the gross income of a 





| 


oe ee 


ratio 
id in 
cost 
Cases 
g of 


enal- 


use 
vned 
mar- 
iqu¢ 
in- 
1 he 
ared 
ral 
not 
real 
tax- 
lent 
his 
sub 


his 


l by 
New 
in 
Om 
ling 
net- 
de- 
The 
tax- 
that 
1946 
om- 
orth 
did 
the 


was 


‘om 


nel 


used-car dealer from the records of its 3 
largest purchasers. The differences be- 
tween the used-car sales prices shown on 
taxpayer's records and the purchase 
prices of the same cars as shown on the 
purchasers’ books were totaled, and the 
average difference per used car traced to 
these purchasers was projected over all 
used cars sold by taxpayer by multiply- 
ing the average difference by the total 
number of used cars sold. The product 
so determined was upheld by the court 
as fairly representing the unreported in- 


come received by the corporation from 


ts total used-car sales. Cipollone’s Sales 
ind Service, Inc., TCM 1956-80. 


Court accepts bookmaker’s records, not 
parimutuel profit. [Acquiescence| In de- 
termining whether a bookmaker had 
accurately reported the income derived 
from his illegal gambling business, the 
Commissioner increased the gross profit 
from 514% to 1114%, thereby disallow- 
ing wagering losses of some $48,000. The 
the 


overruled 


Tax Court, on basis of available 
records, 


the 
determination and found the wagering 


Commissioner's 


losses overstated by only $5,000. Mesi, 
25 TC No. 64, acq. IRB 1956-18. 


Use of net-worth methed upheld. The 
court holds that the findings of the Tax 
Court are supported by substantial evi- 
dence: the taxpayer’s records were in- 
adequate; numerous sales were not re- 
ported; and a bank account was used 
without being reflected on the books. 
The Commissioner was justified in the 
use of the net-worth method. Hurley, 
CA-6, 4/9/56. 


Determination of income by cash dis- 
bursements approved. The court finds 
incredible the claim of cash on hand at 
the beginning of the period. According- 
ly, it upholds the Commissioner’s method 
of computing the tax liability of the 
deceased taxpayer on the basis of his 
cash expenditures during the years in- 
the 
government to contradict the taxpayer's 


volved. There was no need for 


evidence in order for the court to ignore 


it. The burden was on the taxpayer, 


this was fraud case. Viles, 


CA-6, 5/18/56. 


since not a 


Vet worth adjusted for cash hoard in 
garbage can. Taxpayer admitted the 
correctness of all items on the Commis- 
sioner’s net-worth statement except for 
amount of cash on 


the existence and 


hand. He contended that he had saved 


up and hidden away $42,000 in a buried 
garbage can. The Commissioner allowed 
$1,000, while the court, applying the 
fact that 
taxpayer had hidden away $24,000 in 
the receptacle. Part of the deficiencies 


Cohan rule, found as a 


for each of the years was held due to 
fraud. Galant, 26 TC No. 43. 


income net 


Net 
worth. The court affirmed the Commis- 


reconstructed from 


sioner’s net-worth computation to deter- 
mine the income of taxpayer, owner of a 
grocery, a catering service, a bakery, and 
a cafe. Taxpayer failed to keep adequate 
books and records. Adjustments were 
permitted to reflect the receivables and 
payables at the beginning and end of 
each taxable year, certain purchases of 
merchandise, ‘and some business ex- 
penses. Taxpayer having been previously 
convicted for fraudulent tax evasion ad- 
mitted that he understated his income in 
The 
court found the returns fraudulent; as- 


his returns by more than 100%. 


sessments were therefore not barred by 
the statute of limitations. Leeby, TCM 
1956-118. 

Propriety of net-worth method con- 
ceded; no fraud found. Taxpayer con- 
ceded that the Commissioner’s use of the 
net-worth method to determine his in- 
come was proper. However, his conten- 
tion that gambling losses should have 
been offset against gains from other types 
of wagering transactions to determine 
his net income was upheld. In addition, 
the court adjusted the allowance for per- 
sonal living expenses and the amount 
at the 


taxable year. Although the books and 


of cash on hand end of each 
records maintained by taxpayer were in- 
adequate, no intent to conceal income 
or to deceive or mislead was found. The 
returns were therefore not fraudulent, 
and the period. of limitations effectively 
barred the assessments for some of the 
years. Scott-Nichols Bus Co., TCM 1956- 


120. 


Taxpayer fails to prove cash on hand 
at beginning of the year. Taxpayer op- 
erated three businesses, a restaurant, a 
bar, and a gambling club. He kept ade- 
quate records of the first two but none 
of the third. Taking this into account, 
and also that facts that taxpayer filed no 
income-tax returns for many years, had 
substantial personal expenses during the 
depression, and borrowed money at high 
rates, the court finds that his claim of 
cash on hand at the beginning of the 
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year unworthy of belief. Accordingly, 
the deficiency and fraud penalty based 
on an increase in net worth, supported 
by bank deposits, is sustained. Fairchild, 
DC Miss., 1/28/56. 


Failure to keep books due to negligence. 
‘The net-worth method is approved; tax- 
maintained records 


payer inadequate 


and understated his income from real- 


estate operations. Although the defi- 
ciencies were held not due to fraud, the 
failure to keep proper records in the 
light of taxpayer's education and busi- 
ness experience is sufficient to support 
Maloof, TCM 


a negligence 


1956-114. 


penalty. 


Court accepts story of $65,000 savings in 
fruit jar. The Commissioner's computa- 
tion of the net worth of taxpayer, a 
self-made farmer, truck gardener, and 
gasoline hauler, was adjusted to reflect 
an opening balance of $65,000 which 
taxpayer contended was accumulated 
over a period of years and kept for 
safe-keeping in a “one-quart mason fruit 
jar.” The amount spent by taxpayer for: 
personal living expenses was held to 
have amounted to at least $2,400 a year, 
while the Commissioner's quantum of 
proof was deemed insufficient to sub- 
stantiate the fraud penalty. Jorgensen, 


TCM 1956-113. 


Police Chief's return fraudulent. Use of 
the net-worth method in determining 
the income of a local chief of police is 
failed interest 


sustained; he to report 


income, real-estate rentals, dividends, 


distributable shares from a poker club, 
and the true gains from real-estate sales. 
The statute of limitations on assessments 
was ruled inapplicable since fraud was 
proven. Baumgardner, TCM 1956-112. 


Unexplained increase in net worth re- 
sults in conviction. In computing net- 
worth changes for the year in question, 
the government gave the defendant no 
credit for cash on hand at the beginning 
of the year. The court finds that the de- 
fendant’s cash requirements during the 
year justify the inference of a cash bal- 
ance at the beginning. Despite this, how- 
ever, the evidence is held to prove unre- 
ported income and a purpose of con- 
cealment. Defendant is convicted. Rully, 
DC Conn., 5/10/56. 


Bank-deposit and net-worth methods ap- 


proved. Defendant destroyed all his 
original records, giving government 
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agents only summaries. Overruling his 
objections, the court approves the pre- 
sentation to the jury of circumstantial 
evidence, in the form of bank deposits 
and increase in net worth, to show un- 
reported income. Defendant’s own state- 
ments and prior tax returns are held 
sufficient to establish a starting point. 
there was no 


The court finds also that 


indication at the trial that the denial 
of a bill of particulars resulted in sur- 
prise or the denial of a fair trial to 


defendant. Doyle, CA-7, 5/23/56. 


Net-worth conviction upheld; misappro- 
priation by one partner of the other's 
funds not embezzlement. Defendant, a 
member of a partnership in the auto- 
mobile business, was convicted of tax 
evasion. The government relied on net- 
The 


finding that: zealous advocacy by gov- 


worth computations. court affirms 
ernment counsel is not ground for re- 


versal; Commissioner need not deter- 


mine that use of net-worth method 
clearly reflects net income; the existence 
of unreported income may be shown by 
any legal evidence; if defendant gave his 
consent voluntarily to examination of his 
books it does not matter that he may not 
have known that the agent was a Special 
Agent; the unreported income is not 
nontaxable embezzled income, since a 
partner cannot be said, under the laws 
of Illinois, to embezzle from another 
partner until there is an accounting; and 
in any event the government reduced de- 
fendant’s worth by 


net his partner's 


share of the income. Conviction on one 


count is reversed because of failure to 
include one item in opening net worth. 


Achilli, CA-7, 6/5/56. 


Conviction for conspiracy and attempt 
to evade taxes by rewriting records sus- 
tained. Defendants rewrote hotel records, 
caused their corporation to fail to re- 
port large amounts of income, and had 
the 
The 


treating 


income distributed to themselves. 


court sustains their conviction, 


various assertions of error as 


follows: since the corporation was on 


the did 


accrual basis, the government 
not have to prove that the bills sup- 
porting the omitted income had been 
paid; the government did not have to 
attempt to prove whether other room 
rentals were properly reported; in de- 
termining whether the distribution of 
corporate funds constitutes the payment 
of a dividend, the corporate earnings 
and profits need not be reduced by an 


assumed penalty based on the corpo- 
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ration’s fraud; and the lower court’s 


charges on intent and on reasonable 
doubt did not result in the denial of a 


fair trial. Bernstein, CA-5, 5/31/56. 


Fraud penalty affirmed; no books kept. 
Taxpayers, practicing physicians, kept 
This 


ficiencies and fraud penalties, finding 


no books. court affirms the de- 
that the record supports the Tax Court's 
holdings that the taxpayers’ own testi- 
mony was unworthy of belief. Mzkel- 


berg, CA-3, 6/5/56. 


Conviction for attempting to evade in- 
come taxes sustained. Defendant claimed 
that the indictment alleging attempt 
to evade tax by signing and tendering 
a false return failed to charge an offense. 
The court affirms his conviction, holding 
that the tender was a positive afhirma- 
tive attempt to evade within the terms 
of the The 


that indictment and trial were properly 


statute. court holds also 


in the district in which the signing and 


tendering occurred, though filing oc- 


curred in a different district. In addi- 


tion, defendant was not improperly 


the 
lower court did not err in refusing to 


limited in cross-examination, and 


charge a misdemeanor as included in the 


felony which defendant was in- 


dicted. Hoover, CA-3, 5/29/56. 


for 


Criminal fraud upheld though taxpayer 
didn’t sign return. [Certiorari denied.) 
In a criminal fraud action the taxpayer 
contended that because of his failure 
to sign his return there could not be 
the wilful intent necessary for convic- 
tion. The taxpayer’s wife had signed his 
name and the taxpayer at the trial did 
not deny her authority to sign for him. 
On appeal, the held that the 


jury was justified in finding that the tax- 


court 


payer authorized the filing of the re- 
turn. There was also sufficient evidence 
of a consistent pattern of unreported 
income to warrant the jury in finding 
that the intent necessary to constitute 
criminal 


CA28, 


fraud was present. Canton, 


10/20/55 cert. den. 2/27/56. 


Dress manufacturer's failure to report 


sales is fraudulent. Taxpayers were 
equal partners in a dress-manufacturing 
partnership. They admitted the partner- 
ship made unreported sales but con- 
tended the proceeds from such sales were 
used to purchase merchandise on the 
black market. On the evidence the court 
refused to believe that such purchases 


were in fact made; it held that taxpayers 


each received half of the unreported 
sales, and their failure to report this in- 
Bender, TCM 


come was fraudulent. 


1956-66. 


Income grossly understated; fraud pen- 
alty upheld. A bookmaker who failed to 
appear in court reported $2,600 income 
for 1945. His total purchases, bank de- 
posits, and living expenses for that year 
were shown to exceed $28,000. Fraud pen- 
alty was sustained. Weiss, TCM 1956-65. 


No statute of limitations on fraudulent 
returns. The Commissioner’s determina- 
tion of deficiencies against taxpayer for 
the years 1939-1950 on the basis of in- 
creases in net worth is upheld. Taxpayer 
was an able and successful businessman 
and the 


over 12-year period he was 


shown to have realized net income in 
excess of $200,000, while he reported 
only $12,600. He failed to keep adequate 
records, caused properties and mortgages 
acquired to be placed in the name of 
“straw men,” and made false and mis- 
leading statements to the investigating 
agents. Returns for the year 1939 and 
1942-1950 were deemed fraudulent; those 
years were therefore not barred by the 
Ringler, TCM 


statute of limitations. 


1956-77. 


Return fraudulent; taxpayer was aware 
of omissions. ‘Taxpayer had failed to re- 
port substantial income admittedly re- 
ceived. He had a record of not filing re- 
for an extended 


the 


turns period. To 


counteract inference of fraud, he 
contended that errors in reporting re- 
sulted from a complete ignorance of 


The 


ever, finds a fraudulent intent to evade 


accounting methods. court, how- 
taxes. It notes that taxpayer, a man of 
education and business experience, had 
made it a practice to keep careful records 
of all 
failing to maintain adequate records of 
rCM 


allowable tax deductions, while 
his gross-income items. Riddell, 


1956-74. 


Taxation without representation still a 
good reason for defiance. In a trial of a 
resident of Alaska for wilful failure to 
file the 
judge charged the jury that: although 
the statutes on which the prosecution 


federal income-tax returns, 


was based were constitutional as applied 
to residents of the Territory of Alaska, 
and although an individual subject to 


the power of Congress could be taxed 


regardless of his lack of a right to vote 
for representation in 


Congress, they 
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could consider the theories advanced by 
the defendant, of taxation without rep- 
resentation and of the inequality of 
taxation in Alaska, in connection with 
the question of wilfulness. Verdict: not 
guilty. Marler, DC Alaska, 4/3/56. 


Fraud and failure-to-file penalties can 
be imposed concurrently. The court 
held that the penalties for fraud, failure 
to file returns, failure to file declara- 
tions of estimated tax, and substantial 
underestimation were all properly im- 
posed concurrently, and when imposed 
in conjunction with the criminal penalty 
did not result in the infliction of “cruel 
and unusual punishments” in violation 
of the Eighth Amendment. Acker, 26 
rC No. 10. 


Stockholder’s failure to report corpo- 


rate funds he used frauduleni. Vax- 
payer, majority stockholder and dom- 
inant officer of a fabric corporation, 
used corporate funds to pay his personal 
expenses. Included were home phone 
biHs, 


and other items in part business, as well 


auto expenses, travel expenses, 
as fictitious bonuses and travel expenses 
to employees. The amount expended 
for taxpayer’s benefit is held to con- 
stitute income to him regardless of 
whether the corporation had earnings 
and profits. Since taxpayer was aware 
of the use of the funds, and knowingly 
and wilfully omitted them from his re- 
turns, the court holds that 


established. Lash, TCM 


fraud was 
1956-87. 


Net loss carryback to taxable year will 
not reduce fraud penalty. Consistent 
and substantial understatements of in- 
come by a self-employed machinist, cou- 
pled with the absence of adequate rec- 
ords and a failure to give a tenable 
explanation of the understatements, was 
held to establish a prima facie case of 
fraud. The fact that a later net operating 
loss carryback reduced the original de- 
ficiency was no impediment to a deter- 
mination of the fraud penalty. Pollock, 
ICM 1956-130. 


No diversion of corporate receipts to 
stockholders. The Commissioner deter- 
mined that the gross receipts of tax- 
payer, a bus company, had been diverted 
to its stockholders, and included these 
receipts in its income. Since the Com- 
missioner failed to offer any proof as 
to the times or manner of the diversions, 
the court refused to sustain his deter- 
mination. It held the fraud penalties 


were improperly imposed and that assess- 
ments for the taxable year were pro- 
hibited by the statute of iimitations. 
Scott-Nichols Bus Co., TCM 1956-120. 


Understatement of income for 10 years 
by over $191,000 is fraudulent. ‘The 
Commissioner reconstructed the income 
of taxpayer, operator of a restaurant and 
later an elaborate night club, by the net- 
worth method. A finding that taxpayer 
consistently and regularly understated 
his income by over $191,000 for the 10 
years in issue was held to justify the con- 
clusion that taxpayer was guilty of fraud. 
Jamal, TCM 1956-129. 


Understated income to mislead wife; 
return fraudulent. Taxpayer, a pharma- 
cist, admitted to an understatement of 
income but contended that the under- 
statement was not for the purpose of 
evading taxes but merely to mislead his 
wife with whom he was having difficul- 
ties. The court refused to believe tax- 
payer and ruled the returns fraudulent. 
In constructing taxpayer’s income under 
the net-worth method, the court also 
refused to make a finding in taxpayer's 
favor of any cash on hand at the be- 
ginning of the period. It held there was 
no credible evidence from which such 
a finding could be made. Helvey, TCM 
1956-123. 


Assignment of income to parents not 
criminal fraud. Taxpayer assigned to his 
had 


earned and did not report this income 


parents certain commissions he 
in his return. The court finds that in 
view of the complexities of the tax law 
and of taxpayer's legal right to assign 
this income, this case should more prop- 
erly be viewed as one of mere under- 
statement of income not involving wil- 
fulness. Resort should not be had to 
criminal proceedings against a person 
with no criminal record, where ample 
civil means are available for collecton 
of taxes. Further, the court is not im- 
pressed by the fact that taxpayer paid 
deficiencies for this and prior years in 
respect of understatement of other in- 
come, stating that he probably could 
have avoided such payment if he had 
litigated the issue. Carleton, DC Okla., 
2/17/56. 


Conviction based on net-worth method 
upheld. Defendant claims failure of the 
government to give him credit for cash 
and inventory on hand at the beginning 
of the period and failure also on its 
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part to pursue all leads tending to sup- 
port his innocence. On appeal, the 
court holds that the evidence tended 
reasonably to support the jury’s guilty 
verdict and that the indicates 
that the government did make a reason- 
able effort to track 


record 
down all sources 
of possible information. It was not re- 
quired to interrogate defendant’s son 
when defendant had stated that the son 
probably would not answer questions 
and when the son’s corroboration would 
not have 


conclusively supported de- 


fendant’s contention. Mighell, CA-10, 


5/17/56. 


Whether multiple foreign corporations 
were for evasion is not question for 
jury, but conspiracy to defraud is. De- 
fendants used a syndicate of foreign and 
domestic corporations so that profits on 
sales of whisky in the U.S. during World 
War II accumulated free of U.S. tax 
in a foreign corporation, which was 
subsequently liquidated at a capital gain 
to the American stockholder. The court 
holds that the question of whether these 
corporations were sham or carried on 
some business activity involves a complex 
issue of law and is not for the jury to 
decide. Accordingly, the counts in the 
indictment involving this issue are dis- 
Where, 


ments made by one of the corporations 


missed. however, certain pay- 


were given inconsistent treatment by 
the corporation and by the various de- 
fendants, the court finds a question for 
the jury on the existence or nonexistence 
U.S. 
by impeding and obstructing the func- 


of a conspiracy to defraud the 


tions of the Treasury 
Klein, DC NY, 6/28/56. 


Department. 


Corporate officer’s conviction of evasion 
of corporation’s tax upheld. Defendant, 
treasurer of a corporation, was convicted 
of evading corporate income taxes. The 
principal government witness was the 
corporate bookkeeper, who never speci- 
fically identified the defendant as the 
person who instructed her not to record 
sales in full, stating that it was either 
he or the corporation’s president, since 
deceased. The court upholds the convic- 
that 
active managerial officer and that the fact 
that the 
him as well as the president indicates 


tion, finding defendant was an 


reluctant witness mentioned 
that the defendant was involved. One 
dissent on the ground that the failure 
of the witness specifically to identify the 
defendant requires reversal. Pazznola, 


CA-1, 5/7/56. 
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Does LoBue outlaw all stock compensation 


plans except restricted stock options? 


Much difference of opinion exists among tax men as to the present state of stock 


options as a result of the Supreme Court’s overturning of the LoBue case. Most of 


this confusion comes from insufficient understanding of Lobue and events leading 


up to it. The following analysis by the editorial staff of The Journal of Taxation 


explains the Court’s Lobue opinion, the dissents, its implications and antecedents. 


It includes a broad look at the several kinds of stock options, with evaluation of 


each by a leading tax authority. 


_s ADVISERS to companies and execu- 
tives are much concerned with the 
implications of the Supreme Court’s 
LoBue decision. Smaller companies have 
never felt that they could afford to use 
the statutory restricted stock options — 
option prices under such plans must be 
tied to market value, and market value 
of their stock is a matter of opinion, not 
fact. To adopt such a plan would be to 
insure a wrangle over market value, and, 
if the Commissioner should be sustained, 
a huge tax bill to the executive would 
result. 

Proprietary stock options of the LoBue 
type had seemed to many smaller com- 
panies a good solution to their continu- 
ing problem of attracting and keeping 
executive talent. Other plans were the 
use of options in such a way that the 
grant of the option (not its exercise) was 
the compensation, or the use of war- 
rants. 

The staff of THe JourNAL oF Taxa- 
TION brings to its readers here an an- 
alysis of this problem and a summary 
of current comment on the LoBue case. 


The facts in LoBue 

The 1946 
1947, LoBue 
cised options granted him at various 


and 
exer- 


years in issue 


the 


were 


years in which 


times during the previous three years. 


He exercised the option to buy 340 
shares of stock at $5, paying $1,700 for 
stock having a value when delivered of 
$9,930. 

Note that everything took place prior 
to 1950, the year restricted stock options 
were added to the Code. 

The Tax Court found that the op- 
tions were granted to give LoBue “a 
proprietary interest in the corporation 
and not as compensation for services” 
(22 TC 444). The Court of Appeals af- 
firmed, saying “This was a factual issue 

we cannot say that its finding 
was clearly erroneous.” 


“Ts it income” 


This is what the Supreme Court had 
to say about the nature of the stock- 
option transaction: 

“We have repeatedly held that in de- 
fining ‘gross income’ as broadly as it did 
in Section 22(a) Congress intended to 
‘tax all gains except those specifically 
exempted.’ The only exemption 
Congress provided from this very com- 
prehensive definition of taxable income 
that could possibly have application here 
is the gift exemption of Section 22(b)(3). 
But there was not the slightest indica- 
tion of the kind of detached and disin- 
terested generosity which might evidence 
a ‘gift’ in the statutory case. These trans- 


fers of stock bore none of the earmarks 
of a gift. They were made by a company 
engaged in operating a for 
profit, and the Tax Court found that 
the stock-option plan was designed to 


business 


achieve more profitable operations by 
providing the employees ‘with an incen- 
tive to promote the growth of the Com- 
pany by permitting them to participate 
in its success.’ . . . The Company was 
not giving something away for nothing. 

“Since the employer's transfer of stock 
to its employee LoBue for much less 
than the stock’s value was not a gift, it 
seems impossible to say that it was not 
compensation. The Tax Court held 
there was no taxable income, however, 
on the ground that one purpose of the 
employer was to confer a proprietary 
But there is 
Section 22(a) which indicates that its 
broad coverage should be narrowed be- 


interest.’ not a word in 


cause of an employer's intention to en- 
list more efficient service from his em- 
ployees by making them part proprie- 
tors of his business. In our view there is 
no statutory basis for the test established 
by the courts below. Wher assets are 
transferred. by an employer to an em- 
ployee to secure better services they are 
plainly compensation. It makes no dif- 
ference that the compensation is paid 
in stock rather than in money. Section 
22(a) taxes income derived from com- 
pensation ‘in whatever form paid.’ And 
in another stock option case we said 
that Section 22(a) ‘is broad enough to 
include in taxable income any economic 
or financial benefits conferred on the 
employee as compensation, whatever the 
form or mode by which it is effected.’ 
Smith, 324 U.S. 177, 
181. LoBue received a very substantial 


Commissioner v. 


economic and financial benefit from his 
employer prompted by the employer's 
desire to get better work from him. This 
is ‘compensation for personal service’ 
within the meaning of Section 22(a).” 
After the Supreme Court has spoken 
so flatly, there is little practical effect 
it 
wasn’t really compensation.” The Tax 


“ 


(if some consolation) in saying 
Barometer permitted itself the luxury 
of murmuring Galileo’s famous phrase 
“but it does really move.” It said, “Ac- 
tually, the Supreme Court determined 
that the options were granted as com- 
pensation. This is clearly revealed by its 
references ‘to secure better services,’ ‘to 
get better work,’ ‘in recognition of their 


services.’ Having characterized the op- 
tions as compensatory, taxability under 
Section 22(a) followed ipso facto. In so 
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doing, the Court has misconstrued the 
intent and purpose of giving the em- 
ployee a proprietary interest in the busi- 
ness. It is not to obtain more efficient 
service from the employee, but to in- 
duce continuance with the company of 
a key employee who has already proved 
himself efficient. As such it is akin to 
the purchase of a capital asset.” 

Well, whether the Court is right or 
wrong, it is the final tribunal. Of course, 
the Barometer’s argument may carry 
weight with Congress and we may find 
some changes to make restricted stock 


options useable by smaller corporations. 


When is it income? 


Che first question about timing is 
whether the income arose when the op- 
tion was granted or when it was exer- 
cised. In the LoBue case there was the 
whether the 
should have been measured when LoBue 


further question gain 
gave the company promissory notes or 
when he paid the notes in cash. 

LoBue argued that no income arose 
on the purchase. As to this the Court 
said: 

“LoBue nonetheless argues that we 
should treat this transaction as a mere 
purchase of a proprietary interest on 
which no taxable gain was ‘realized’ in 
the year of purchase. It is true that our 
taxing system has ordinarily treated an 
arm’s-length purchase of property even 
at a bargain price as giving rise to no 
taxable gain in the year of purchase. 
See Palmer vw. 302 U.S. 


63, 69. But that is not to say that when 


Commissioner, 


transfer which is in reality compensa- 
tion is given the form of a purchase the 
government cannot tax the gain under 
Section 22(a). The transaction here was 
unlike 


arm’s-length transaction between stran- 


a mere purchase. It was not an 


gers. Instead, it was an arrangement by 
which an employer transferred valuable 
property to his employees in recognition 
We hold that LoBue 
realized taxable gain when he purchased 
the stock.” 

Che Palmer case cited by the Supreme 
Court held that the taxability of stock 


of their services. 


options granted to stockholders depend- 
ed on a favorable spread at the time of 
issuance. 

he question whether income arises 
on the granting of the option was spe- 
cifically covered by the Supreme Court 
in the Smith case (February 26, 1945). 
There the Court points out that com- 
pensation was clearly intended by the 


granting of the option and that since 


the market value and the option price 
were practically the same, the compen- 
sation intended must have been the in- 
come which would be derived by the 
exercise of the option when the stock 
increased in value. The LoBue opinion 
discussed the time his gain should be 
measured in these words: 

“It is of course possible for the recip- 
ient of a stock option to realize an im- 
mediate gain. See Commissioner v. 
Smith, 324 U.S. 177, 181-182. The op- 
tion might have a readily ascertainable 
market value and the recipient might 
be free to sell his option. But this is not 
such a case. These three options were 
not transferable (cf. McNamara v. Com- 
missioner, 210 F.2d 505), and LoBue’s 
right to buy stock under them was con- 
tingent upon his remaining an employee 
of the Company until they were exer- 
cised. Moreover, the uniform Treasury 
practice since 1923 has been to measure 
the compensation to employees given 
stock options subject to contingencies of 
this sort by the difference between the 
option price and the market value of 
the shares at the time the option is 
exercised. We relied in part upon this 
practice in Commissioner v. Smith, 324 
U.S. 177, 324 U.S. 695. And in its 1950 
Act affording limited tax benefits for 
‘restricted stock option plans’ Congress 
adopted the same kind of standard for 
measurement of gains. Section 130A, In- 
ternal Revenue Code of 1939, 64 Stat. 
942. And see Section 421, Internal Rev- 
enue Code of 1954. Under these circum- 
stances there is no reason for departing 
from the Treasury practice. The taxable 
gain to LoBue should be measured as of 
the time the options were exercised and 
not the time they were granted.” 


Can the option itseif be compensation? 


In June, 1954, John P. Allison dis- 
cussed in these columns the case foot- 
noted by the Supreme Court in which 
the option itself was held to be com- 
pensation, McNamara, 210 F.2d 505. He 
pointed out that “the Tax Court upheld 
the Commissioner in taxing McNamara 
on the spread between the option price 
and the market value of the shares on 
the dates of purchase, on the ground 
that the option had been intended as 
compensation. 

“The Seventh Circuit reversed. It held 
that only the option, and not the profit 
from its exercise, was the intended com- 
pensation. The facts on which it relied: 

“1. The language of the resolution 
stating that 


specifically McNamara’s 
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compensation for the current year in- 
cluded the option. 

“2. The income-tax treatment of the 
option by both McNamara and Nation- 
al on their 1945 returns. [McNamara re- 
ported, and the company deducted, the 
value of the option, i.e., the spread at 
issuance. Ed.]} 

“3. The statement in National’s an- 
nual report to the SEC that considera- 
tion for the option was “services ren- 
dered and to be rendered.” 

“4. The free assignability of the op- 
tion, and McNamara’s right to exercise 
it regardless of whether he continued in 
National’s employ. 

“5. The increase in the option price 
during the period of negotiations, re- 
taining the spread of approximately $3 
a share which existed at the time nego- 
tiations were begun. 

“The court distinguished two earlier 
cases where tax was imposed on the 
spread between option price and value 
at the date of exercise, on the ground 
that in neither did the evidence estab- 
lish that only the option itself, rather 
than the profit from its exercise, was 
the intended compensation. 

“This is the rule we get. This, then, 
is the way to provide capital gain op- 
portunities for executives whenever 
statutory restricted options cannot be 
used or are unsatisfactory. 

“1. Make sure that the option has a 
granted. It 
should be freely assignable, and exer- 


substantial value when 
cisable whether or not employment con- 
tinues. To guard against exercise at a 
time when the parties may be unfriend- 
ly the corporation may reserve a ‘call’, 
but the call price should always exceed 
the option price. It must be borne in 
mind that restrictions on saleability of 
the stock reduce and may eliminate the 
value of the option. 

“2. The contemporary papers should 
establish the intention of the parties 
that the option itself was intended as 
compensation. 

“3. The 
parties should be consistent 


returns of the 
with such 
intention, i.e., the employee should re- 


income-tax 


port the value of the option as income 
and the employer should deduct its 
value as compensation. Note also that 
this method gives the employer a full 
deduction for the value of the option. 
There is no employer deduction for a 
restricted stock option.” 


A possible ray of hope 


The Research Institute of America 
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remarked the possibility that the option 
itself is income as one ray of hope left 
by the Supreme Court. It said (in Taxa- 
tion Report, May 31): 

“If an unconditional unrestricted op- 
tion is given to an employee and the 
option is freely transferable, the amount 
of compensation is apparently to be 
measured as of the time the option is 
given. If given when the price and value 
of the stock are equal or not too far 
apart, the employee may then have little 
or no compensation. Any increase in 
stock value over the value at the time 
the option is given should be treated as 
capital gain if and when the employee 
ultimately sells the stock after exercis- 
ing his option.” 

Another discussion of the McNamara 
case brought out a value difficulty. Wil- 
liam I. Sabin, writing in Tax Law Re- 
1956, pointed out 
crucial 


view for January, 


that “. . . the issue in future 
cases, involving the question whether 
the option itself was the only intended 
compensation, will be the determination 
of option value when granted. In order 
for the taxpayer to prove that the option 
granted was the only compensation in- 
tended by the parties, he will be re- 
quired to establish that the option price 
was less than the market price of the 
stock and that the option itself had a 
substantial and ascertainable value. The 
courts have demonstrated extreme reluc- 
where the 
amount is highly conjectural and have 


tance to evaluate property 
preferred to defer taxability to a later 
date when the value may be more read- 
ily ascertained. Thus, if the option is 
found to be non-assignable, or depen- 
dent upon certain contingencies, or 
highly speculative in nature, the courts 
will undoubtedly refuse to consider the 
option itself as having market value 
when granted. 

“The proof of option 


value will undoubtedly prohibit its em- 


necessity of 


ployment by small corporations whose 
securities are not traded on the ex- 
changes, as the valuation of such stock— 
and especially the valuation of the op- 
tions—is highly speculative. Employees 
of large corporations appear therefore 
to have the best opportunity of receiving 
favorable tax treatment through this de- 
vice.” 


Dissent in LoBue 
The 
would 


LoBue 
arise 


dissenting opinion in 


have the compensation 
upon the grant, not the exercise. Mr. 


Justice Harlan, whom Mr. Justice Bur- 
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ton joined, concurring in part and dis- 
senting in part, said: 

“In my view, the taxable event was 
the grant of each option, not its exer- 
cise. When the respondent received an 
unconditional option to buy stock at 
less than the market price, he received 
an asset of substantial and immediately 
realizable value, at least equal to the 
then-existing spread between the option 
price and the market price. It was at 
that time that the corporation conferred 
a benefit upon him. At the exercise of 
the option, the corporation gave the re- 
spondent nothing; it simply satisfied a 
previously-created legal obligation. That 
transaction, by which the respondent 
merely converted his asset from an op- 
tion into stock, should be of no con- 
sequences for tax purposes. The options 
should be taxable as income when given, 
and any subsequent gain through appre- 
ciation of the stock, whether realized by 
sale of the option, if transferable, or by 
sale of the stock acquired by its exer- 
cise, is attributable to the sale of a 
capital asset and, if the other require- 
ments are satisfied, should be taxed as 
a capital gain.” 


Smith case distinguished 


\t this point the dissent inserted a 
footnote to distinguish the Smith case. 
It said in part: 

“Under the peculiar facts of that case 
— more analagous to an assignment to 
an employee of a share in the antici- 
pated proceeds of a contract than to the 
usual employee stock-option plan — 
the Tax Court’s finding that the gain 
that to Smith upon the 
successful performance of the manage- 


would accrue 
ment contract was intended as ‘compen- 
sation’ to him for his services was no 
doubt amply justified. But as the Court 
expressly stated in upholding that find- 
ing: ‘It of course does not follow that in 
other circumstances not here present the 
option itself, rather than the proceeds 
of its exercise, could not be found to be 
the only intended compensation.’ ”’ 

The itself re- 
turned to the idea that gain in appre- 


dissenting opinion 
ciation of the stock after granting of 
the option should be capital: 

“Any other result makes the division 
of the total gains between ordinary in- 
come (compensation) and capital gain 
(sale of an asset) dependent solely upon 
the fortuitous of when 
the employee exercises his option.” 


circumstances 


A footnote gives an example. ‘‘Sup- 
pose two employees are given uncondi- 


tional options to buy stock at $5, the 
current market value. The first exercises 
the option immediately and sells the 
stock a year later at $15. The second 
holds the option for a year, exercises it, 
and sells the stock immediately at $15. 
Admittedly the $10 gain would be taxed 
to the first as capital gain; under the 
Court’s view, it would be taxed to the 
second as ordinary income because it is 
‘compensation’ for services. I fail to see 
how the gain can be any more ‘compen- 
sation’ to one than it is to the other.’ ” 

To summarize, it seems clear that a 
corporation unable to use the safe 
method of statutory restricted stock op- 
tions should seriously consider a 
McNamara-type option, which is com- 


pensation when granted. 


How about warrants 


In January, Alfred J. McDowell, of 
the Philadelphia law firm of Morgan, 
Lewis & Bockius, 
warrants before the Stradley Tax Group. 


discussed the use of 
(His discussion was published in the 
March, 1956, issue of Taxes.) He warns 
that warrants are probably too much 
like options to have a different ‘ax treat- 
ment. He was particularly interested in 
Estate of Lauson Stone, 210 F.2d 33, 
which, he said, “suggests one possible 
way of insuring that the taxable income 
will not include appreciation subsequent 
to the time when the right to buy stock 
is first conferred upon the employee... . 
the transaction there took the form of a 
sale to the taxpayer by his employer of 
fully-negotiable stock-purchase warrants, 
rather than the grant of an option. Al- 
though the price at which the warrants 
were exercisable slightly exceeded the 
then trading price of the stock on the 
exchange, the taxpayer nevertheless re- 
ported them as having a value on his tax 
return and paid a tax on the reported 
value. When he subsequently sold the 
warrants (for approximately 17 times 
the reported value) the Commissioner 
treated the profit as fully taxable. In 
overruling him, the Tax Court, on the 
basis of evidence not shown in its find- 
ings of fact, found that the warrants 
when purchased had a value at least 
equal to that reported by the taxpayer. 
It regarded such negotiable warrants as 
capital assets, differing widely from the 
usual employee stock-purchase option, 


and held that their sale was taxable 
only as a capital transaction. 
“Whether the Stone case will stand 


seen. If it 
would seem to furnish a taxpayer who 
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is willing to assume a relatively small 
but immediate tax burden certainty of 
capital-gains treatment on his realiza- 
tion of subsequent appreciation. How- 
ever, a negotiable warrant would seem 
to be no different in substance from a 
freely assignable option. Therefore, if 
the option method generally should ulti- 
mately fail, it would not be too sur- 
prising to see the Stone principle go 
down with it.” 


Stone case may net stand up 


Harry Rudick was somewhat dubious 
about the reliability of this case. At the 
Seventh University of Southern Califor- 
nia Law School Tax Institute (reported 
in Major Tax Problems of 1955) he said: 

‘The Appellate Court affirmed, but it 
seemed to be troubled, as well it might 
in view of the fact that by paying a rela- 
tively nominal consideration for the op- 
tions, the employee had brought the 
transaction literally within the amended 
regulation and had escaped taxation at 
ordinary rates on the greater part of his 
bargain. The Appellate Court first an- 
alogized the transaction to a mere pur- 
chase and sale of property: 

‘It would seem, then, as a matter of 
principle that when the taxpayer re- 
ceived this thing of value and turned it 
into cash in 1948 that, it being a “‘capi- 
tal transaction,” he should be treated as 
in any other capital transaction, and al- 
lowed to pay the appropriate tax there- 
on. It seems nv different from buying 
and subsequently selling a piece of land, 
or a Matisse painting.’ 

“Under the new Code, if not under 
the old one, it is clear that if a dealer 
in land, horses, or Matisse paintings had 
bought and sold options to acquire such 
property, he could not escape being 
taxed at ordinary rates on the profit. A 
plausible argument can be made that a 
dealer in services should likewise not 
escape tax at ordinary rates by dealing 


in opt ions.” 


Sale of stock subject to reacquisition 


Mir. McDowell went on to discuss an- 
other way to get stock to employees 
without high tax cost. He pointed out 
that the possibilities of the Lehman (17 
PC 652, acq. 1952-1 CB 5) and Kuchman 
18 TC 154, acq. 1952-2 CB 2) “cases, 
which aroused some interest a couple of 
years ago, should not be lost sight of, 
if a restricted stock option plan is not 
acceptable. It will be recalled that these 
cases involved direct sales of stock at 
bargain rather than 


prices, option 





grants. In Kuchman, the Tax Court was 
satisfied that restrictions on resale or 
disposition of the stock by key execu- 
tives were such as to preclude a finding 
that the stock had an ascertainable fair 
market value. And in Lehman, it was 
held that the expiration in the taxable 
year of restrictions which had been im- 
posed at the time of acquisition in a 
prior year was not a taxable event, the 
parties agreeing that the restrictions 
precluded a finding that the stock had a 
value in excess of its cost when acquired. 

“So long as the acquiescences in these 
cases remain outstanding, they would 
seem in combination to afford a reason- 
ably safe method of accomplishing a bar- 
gain transfer to an employee with the 
desired tax consequences, without fol- 
lowing the restricted stock-option route.” 

Harry Rudick, in the same USC ad- 
dress quoted above, raised a caution 
about these cases: 

“The restrictions on Kuchman’s stock 
expired after a year. Conceivably, the 
government could contend that on the 
expiration of the period of restrictions 
the employee was then taxable on the 
difference between the price he had paid 
for the stock and its value at that time. 
However, the government had lost an 
argument to this effect in the Lehman 
case where the petitioner was one of the 
partners in an underwriting firm which 
had received as compensation for ser- 
vices an option to buy certain depart- 
ment-store shares. There were so many 
restrictions on the disposition of these 
shares that the government was appar- 
ently willing to stipulate that they had 
no fair market value when purchased 
pursuant to the option in 1943, and that 
the acquisition of the shares had not 
given rise to income. The restrictions 
expired: at the beginning of 1944 and 
in March 1944 the shares were sold by 
the firm which reported the excess of 
the proceeds over the purchase price as 
long-term capital gain. The court sus- 
tained the firm’s treatment of the trans- 
action and, as stated, rejected the argu- 
ment that the termination of the restric- 
tions gave rise to compensation income 
equal to the difference between cost and 
market value at that time: 

“*Termination of the restrictions was 
not a taxable event such as the receipt 
of compensation for services or the dis- 
position of property. Values fluctuate 
from time to time and the value on a 
later date might be out of all propor- 
tion to the compensation involved in 
the original acquisition of the shares.’ 


Taxation of compensation + 87 


“If this reasoning is sound, why would 
it not apply equally to admittedly com- 
pensatory options where due to market 
fluctuations the value of the bargain 
‘might be out of all proportion’ to the 
value of the services rendered? 

“Although the Kuchman and Lehman 
cases, taken in conjunction, seem to offer 
a wide door to avoidance, caution is 
suggested. The courts, having found 
they have created a loophole, may be 
loath to leave it open and may, where 
they find that compensation was intend- 
ed, be more ready than heretofore to 
find that the option itself had substan- 
tial value when received (which would 
not hurt too much) or that stock, the 
disposition of which is restricted, never- 
theless has a fair market value and that 
the differential between such value and 
option price is ordinary income when 
the stock is purchased. 


Options from other than employer 


Under the Lehman case the 
expiration of the restrictions does not 
give rise to any income, and the gain 
realized on the sale of the stock is tax- 
able as capital gain even though the 
option itself was given for services ren- 
dered. If these two cases taken in con- 
junction are good law, the Kuchman 
case option would seem to be the sim- 
plest way of giving executives what they 
are after. However, . it is not safe to 
rely on precedents in this area. In the 
first place, the options in the Kuchman 
and Lehman cases were not given by an 
employer (in the Kuchman case, the 
option was given by underwriters who 
were interested in making the employ- 
er’s stock more attractive to the under- 
writers’ customers and in the Lehman 
case, the option was given by companies 
for whom Lehman Brothers had acted as 
underwriter) and it is quite possible that 
the result would be different if the rela- 
tionship of the parties were that of 
employer-employee; and where the re- 
strictions are mere window dressing — 
not meaningful to the grantor of the 
option and really imposed at the request 
of the optionee largely in order to ob- 
tain hoped-for preferential tax treat- 
ment, it is probable that they would be 
ignored. As in the case of the other 
types of option, the employee in the 
Kuchman type risks something, namely 
the purchase price of the stock. How- 
ever, in offers of this kind the price paid 
by the employee (as in the Kuchman 
case) is so much less than the value of 
unrestricted stock that the employee can 
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well afford to take the risk. Usually he 
will be able to borrow the entire pur- 
chase collateral of the 


stock.” 


price on the 


Optioned stock subject to recapture 


Mr. McDowell made a footnote refer- 
ence to a case that Mr. Allison discussed 
fully in our April, 1955, issue. The case 
was Phil Kalech, 23 TC 672, acq. IRB 
1955-37, which limited the income real- 
ized on exercise of a stock option to the 
amount at which the taxpayer was re- 
quired to resell the stock to his employer 
in the event of termination of his em- 
ployment, where any other disposition 
of the stock was prohibited during a 
specified period following its acquisi- 
tion. 


Mr. Allison 


ing, but noted that 


found the case interest- 
because of a loss 
carryback in other years it was to the 
Commissioner’s advantage to argue for 
lower income in the year of exercise of 
the option and higher capital gain on 
the subsequent sale of the stock ac- 
quired under the option. He put it this 
way: 


“The 


stock option provisions that the option 


requirement of the statutory 
price be not less than 85% of fair mar- 
ket value is generally impossible to meet 
in the case of a close corporation. But 
under the Kalech case if the option 
stock is incumbered with additional re- 
strictions of the type there involved, its 
value has a definite, ascertainable ceil- 


ing — hence the statutory requirement 
can be met. 
“Phil Kalech had become sales man- 


ager of the Toni Company in Decem- 
ber, 1946. On April 19, 1947, he exer- 
cised an option to buy 60 shares of Toni 
stock for $20,000, $333.33 a share. The 


option — stock 


could not be sold or 
pledged for 514 years without consent of 
the corporation. Moreover, the corpora- 
tion could reacquire the shares on ter- 
mination of employment, death or bank- 
ruptcy at book value or original cost, 
whichever was greater, and held a proxy 
to vote the shares. Book value on April 
19, 1947, was $557.12 per share. In 1948 
the Toni stockholders sold out to Gil- 
lette Safety Razo1 Company. For his 
60 shares taxpayer received over $744,- 
000. 

“The Commissioner determined that 
the fair market value of Toni stock on 
April 19, 1947, was $2,000 per share, 
making their value when the option was 
exercised $120,000; that consequently 
taxpayer, paying only $20,000, received 
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additional compensation of $100,000. 
that contention the 
reduced the amount of 
long-term gain reported in 1948. 
“Taxpayer conceded the increase in 


Consistent with 


Commissioner 


1947 income, but in one of those curi- 
ous reversals of position occasionally 
encountered in tax cases the Commis- 
sioner argued that the fair market value 
of the Toni stock on the option exercise 
date was really no more than its book 
value of $557.12 per share. (The rea- 
son for the change apparently was that 
a 1949 net operating loss would have 
wiped out additional 1947 income any- 
way, so that there was a revenue gain 
— in the larger capital gain — from the 
change of position.) 

“The court held that the fair market 
value of the Toni shares on the option 
exercise date was $557.12 each. Follow- 
ing is the pertinent portion of the opin- 
ion: 

“*The underlying theory of respond- 
that the 
shares 


fair market 
was $557.12 each, 
their book value on March $1, 1947, is 


that the provisions of the option under 


ent’s allegation 


value of the 


which petitioner purchased the shares 
were so restrictive as to preclude any 
higher fair market value on that date. 
Petitioner conceded the correctness of 
respondent’s original determination, and 
argues that the lower fair market value 
has not been proved. 


Value of shares 

““We agree with the respondent that 
the value of the the date 
were purchased could not have 
$557.12. The shares for a 
period of 514 years could not have been 


shares on 
they 


exceeded 


sold or pledged without the written con- 
sent of the vendors. Should petitioner 
have terminated his employment with 
Toni, or died, or become bankrupt, or 
tried to dispose of the shares, the ven- 
dors had the right to repurchase them 
at their book value on the last day of 
the month immediately preceding such 
an event or for $333.33, whichever was 
greater. Since the respondent claims no 
lesser amount but alleges that $557.12 
per share should be used, we conclude 
that such amount is the basis for com- 
puting the long-term gain which peti- 
tioner realized in 1948, and for comput- 
ing the amount of compensation which 
he realized upon exercise of the option 
in 1947.’ 

“The question, of 
course, is whether the Commissioner will 
stick by 


unanswerable 


Kalech when there is no loss 


carryback or other factor making it not 
to his advantage to do so. Based on past 
experiences, it would appear unlikely.” 


Using “restricted stock” outside 421 


The J. K. Lasser Tax Report of June 
15th also refers to the possibility that 
by putting restrictions on the stock a 
corporation can use a nonstatutory Op- 
tion with certain tax effect. It said (note 
its uses “restricted” to refer to options 
under Section 421 of the Code): 

“Even though the Supreme Court has 
ruled against taxpayers, there may be 
a way to give an employee a stock option 
which does not meet the ‘restricted’ tests 
and still get a tax-favored result for any 
employee regardless of his tax bracket 
and when he exercises the option. While 
there is no guarantee of success, a com- 
pany might give an employee a ‘non-re- 
stricted’ stock option covering ‘restrict- 
ed’ stock. Restricted stock is stock upon 
attach 

etc.) 
which temporarily deprive it of measur- 


which conditions temporarily 


(voting rights, rights to resale, 
able market value. 

“Under present law, Treasury agrees 
that regardless of the type of stock op- 
tion, an employee doesn’t realize income 
when he receives the option. And under 
established case law, an employee doesn’t 
taxable income when he 


realize pur- 


chases ‘restricted’ stock or when stock 
achieves real value on lapse of restric- 
tions. So even for the highest paid, the 
non-restricted (or proprietary) stock op- 
tion may still have value if that option 
covers stock (which for a time after 
exercise of the option and _ stock pur- 
chase) will be restricted.” 

In view of the discussion above of the 
McNamara-type options which are in- 
come upon granting, it might well be 
that the Treasury position noted by the 
Lasser Report in the above quotation is 
Bryson & Lefevre in the 
March, 1955, PLI Tax Aspects of Execu- 


tives’ Compensation say that in the light 


not sound. 


of the McNamara case and the strong 
dicta in the Smith case, the rule is of 
would 


doubtful validity. However, it 


seem that if the stock value is limited 
by the restrictions the option is likewise 
limited. Even if the Treasury is wrong 
and income does arise on the grant of 
the option, the income is zero. 


Cash problem in a LoBue option 

The Tax Barometer points out that if 
LoBue’s income arose when he gave the 
promissory notes, then the tax payment 
will not fall in the same year as the 
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payment for the stock. The Supreme 
Court returned the case to the Tax 
Court for determination of the issue of 
when the options were exercised. It 
said: 

“It is possible that a bona fide deliv- 
ery of a binding promissory note could 
mark the completion of the stock pur- 
chase and that gain’ should be measured 
as of that date. Since neither the Tax 
Court nor the Court of Appeals passed 
on this question the judgment is re- 
versed and the case is remanded to the 


ax Court.” 


Don't forget employer’s deduction 


J]. K. Lasser’s Tax Report in a special 
supplement to its June 15th issue, points 
out that the employer should get a de- 
duction for a _ nonstatutory option: 

Phat reduces cost to corporation in giv- 
ing stock option which can be utilized 
to give bigger bargain to employee. 
lake these two situations. 

Smith with $20,000 taxable income 


is given a 75° 


{ Option to purchase for 


$3,750 stock with a market value of 
$5,000. Jones, with the same income is 
offered a 85% restricted stock option — 
he can buy for $4,250 stock worth $5,000. 
Both immediately exercise their op- 
tions, acquire stock worth $5,000. Later 
they sell the stock for $7,000. On the 
non-restricted stock option given Smith, 

to company is $150 less than cost 


option given Jones. 


r aaa 





“Proprietary” stock option struck down; 
ordinary income, not capital gain, upon 
exercise. Taxpayer's corporate employer 
granted him an option to buy its stock 
t a fixed price. When he exercised the 
option the value of the stock exceeded 
the option price. The Commissioner con- 
tended that the difference between value 
ind price, which the employer had de- 
ducted as an expense, was taxable as 
compensation. Taxpayer argued that the 
options had not been intended as com- 
pensation but had been granted to allow 
him to acquire a proprietary interest in 
the employer-corporation. The court 
holds that the transfer of stock for less 
than its value by an employer to an 
employee is taxable as compensation 
unless otherwise a gift is intended, and 
finds none of the earmarks of a gift 
in this case. Since the options were 
not transferable, the gain is measured 


Smith Jones 

Option price received .. .$3,750 $4,250 
Deduction value of spread 

(52% rate) .. ‘..»-. 090 none 
Company receives in cash 

and tax money $4,400 $4,250 


“Due to the tax value of the spread, 
Jones 85% restricted stock option would 
be more expensive to the corporation 
than any non-restricted stock option 
given Smith until option price went be- 
low 69%. And Smith also comes out 
ahead of Jones both on initial cost and 
ultimate profit. That’s seen from break- 
down of purchase. 


Smith Jones 

Purchase price for stock .$3,750 $4,250 
Tax on spread of $1,250 

at 38% Me 475 none 
Cost to employee (price 

plus tax) $4,225 $4,250 


“Here’s the breakdown on subsequent 
sale: 


Capital gain tax on sale 

(38% >< 50% of $7,000 

minus $5,000) $ 380 $ 380 
Ordinary income tax on 

sale ($5,000 minus basis 


x 38%) .. hone 285 


$ 380 $ 665” 





not at the time of the grant of the op- 


tion but at its exercise. The case is 
remanded to the Tax Court for a de- 
termination of the question whether the 
delivery of a promissory note or its pay- 
ment marked the completion of the ex- 
ercise of the option. 

An opinion concurring in part and 
dissenting in part holds that the gain 
should be computed at the time of the 
grant. [See additional discussion of this 
case above, Page 84. Ed.] LoBue, Sup. 
Ct., 5/28/56. 


Sick pay under self-insured plan not tax- 
able. The court finds that the sick- 
benefit plan of Southwestern Bell ‘Tele- 
phone Company is akin to insurance in 
that the employer, in consideration of 
the employment contract, assumes a risk 
and undertakes to indemnify the em- 
ployee against illness. Accordingly, bene- 
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fits under this plan are not taxable un- 
der the 1939 Code. [Sick pay up to $100 
a week is now tax-free whether or 
not insurance. Ed.| Tinsley, DC Okla., 
3/27/56. 


Compensation of counsel for bankruptcy 
trustees not back pay. Taxpayers, attor- 
neys appointed as counsel for the 
trustees in a bankruptcy reorganization, 
claimed that the fees they had received 
constituted income from back pay on 
the ground that the delay in payment 
was due to the intervention of bank- 
ruptcy or a similar event. The court 
holds to the contrary, stating that the 
bankruptcy proceedings did not inter- 
vene and cause delay in the payment of 
taxpayers’ fees, but rather led to their 
employment. Zillmer, CA-7, 5/24/56. 


Income-splitting allowed on long-term 
compensation. The court grants sum- 
mary judgment to taxpayers on the ques- 
tion whether income-splitting is allowed 
on long-term compensation received by 
one of them in 1948 but attributable to 
prior years. The court finds that the law 
is settled in taxpayers’ favor, and that 
since the government was furnished with 
all of taxpayers’ computations no issue 
of fact as to the amount of the refund 
Code 
1305(c) reverses the rule of this case. Ed.] 
Layton, DC Dela., 1/19/56. 


is established. [1954 Section 


Can't get capital gain on pension-plan 
distribution if employment continues. 
\n employee who, after terminating his 
participation in a qualified pension plan, 
continues to work for the employer, 
is not considered “separated from the 
service” of the employer. Accordingly he 
would not be entitled to long-term capi- 
tal-gains treatment on a distribution of 
the total amount standing to his credit 
under the plan made upon termination 
of participation in the plan. Rev. Rul. 


56-214. 


Reinstatement of participants who had 
received some benefits will not disqualify 
pension plan. The qualification of an 
employees’ retirement plan will not be 
adversely affected upon a reinstatement 
of former participants who had been 
granted a cash setthkement under the 
plan, provided the full actuarial equiva- 
lent of the amount already vested in 
the participant is deducted from the 
amount of the pension to be paid on 
account of service after reinstatement. 
Rev. Rul. 56-213. 
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Final depreciation Regulations fail 


to adopt recommended provisions 


a STS AGAINST the proposed Regula- 
tions on depreciation seemed to have 
little effect on the IRS in framing the 
The final Regulations, 
just issued, resemble the proposed Regu- 


final provisions. 


lations in most important respects, and 
do not put into effect most of the recom- 
mendations made by taxpayers and prac- 
titioners at the hearings. (The essence 
of these recommendations was reported 
here in April). 

The depreciation Regulations attracted 
such widespread attention not only be- 
cause they interpreted the new 
1954 Code; they 


flected a change in the 


pro- 
visions of the also re- 
lreasury attitude 
toward old problems, particularly sal- 


vage value, useful life, procedures in 


item accounting. So far as its interpre- 


tation of the new fast-depreciation 
methods permitted by the 1954 Code 
is concerned, criticism has centered on 
a few points on which it is thought the 
Treasury has gone beyond the authoriza- 
tion of the statute. 

This report reviews briefly the cur- 
rent criticism of the proposed Regula- 
tions and how the 


notes problem is 


treated in the fimal Regulations. 


Useful life 


The meaning of the phrase “useful 


life’ is determin- 
ing the period for which depreciation is 
computed and also in qualifying for the 
200% 
sum-of-the-years-digits 
which are 


important both in 


new and the 


methods 


declining-balance 
new 
by law applicable only to 
property with a useful life of three years 
or more. The final Regulations adopt 
the definition contained in the proposed 
Regulations; Section 1.167(a)--(b) pro- 
“For the purpose of Section 167 
the estimated use of an 


vides, 
asset is not 
necessarily the useful life inherent in 
the asset but is the period over which 


the asset may reasonably be expected to 


be useful to the taxpayer in his trade or 
business or in the production of his 
income.” 

Objection to this definition at the 
hearings on the proposed Regulations 
was based on the argument that both 
case law and Service practice had ac- 
cepted the idea that useful life meant 
that inherent in the The ob- 
jectors argued that the Commissioner 
had no authorization in the 1954 Code 
to change this long-standing practice. 


pre »yperty. 


It has been suggested that the reason 
for this and other changes in the Treas- 
ury position is its concern over the in- 
creased possibility under the new Code 
for taxpayers to effect reduction in over- 
all taxes by using the new fast-deprecia- 
tion methods to increase their deductions 
against ordinary income and then realize 
capital gain by selling the property for 
more than the basis remaining after this 
rapid depreciation. 


Salvage value 


At the hearings on the proposed Regu- 


lations the Air Transport Association 
in the definition of 
value to make it clear that it 
“expected, at date of 


acquisition, to be realized.” 


suggested a change 
salvage 
was the amount 
They feared 
that without such a provision, salvage 
value would be adjusted each year, with 
the result that in a period of rising 
prices little or no depreciation would be 
allowable while extremely large amounts 
would be allowable in times of falling 
prices. The Treasury adopted this sug- 
gestion. 

Section 1.167(a)-1(c) as finally adopted 
provides, “Salvage value is the amount 
(determined at the time of acquisition) 
which is estimated realizable 
upon sale or other disposition of an asset 
when it is no longer useful in the tax- 
payer's trade or business or in the pro- 
duction of his income and is to be re- 


will be 


tired from service by the taxpayer. Sal 


vage value shall not be changed at any 
time after the determination made at 
the time of acquisition merely because 
of changes in price levels. However, if 
there is a redetermination of useful life 
salvage value may be redetermined 
based upon facts known at the time of 
such redetermination of useful life.” 
There was opposition at the hearings 
to defining salvage in terms of its value 
when it is to be retired by the taxpayer, 
rather than at the end of its inherently 
useful life. You will note that the final 
quoted just above 


Regulations con- 


tain the original Section 
1.167(a)-1(c) 


which an asset 


provision. 
“The 
is retired 


continues: time at 


from service 
may vary according to the policy of the 
If the 


dispose of assets which are still in good 


taxpayer. taxpayer's policy is to 


operating condition, the salvage value 


may represent a relatively large propor- 


tion of the original basis of the asset. 


However, if the taxpayer customarily 


uses an asset until its inherent useful 


life has been substantially exhausted, 


salvage value may represent no more 


than junk value.” 
The 
against the salvage definition similar to 


opponents made an argument 


their argument against the new useful- 


life definition—that there was a_ well- 


established concept accepted by the 


Service and the courts for many years 
and that no change in the law authorized 
a change in the definition of salvage. 

The final Regulations contain a pro- 
vision plugging a loophole commented 
on in this department in January. The 
department editors said then: 

“We have been hearing comment to 
the effect that some taxpayers are play- 
ing the salvage angle for all its worth— 
and it seems to be worth a lot. Consider 
cars and trucks used in the business. The 
owner can elect the declining-balance 
method and write off nearly two-thirds 
His book 
value is higher than the resale value; 
he can 


of the cost in the first year. 


take a capital gain on selling. 
All we can say is that we would not 
act on this until the final Regulations 
come out. Some tax men think that the 
committee reports make the intent of 
Congress clear but they expect to see 
the Treasury fight to the last ditch.” 
Both the and the 
Regulations contain a provision designed 


proposed final 


to close any such loophole: Section 
1.167(a)-1(c) continues, value 
must be taken into account in determin- 


ing the depreciation deduction either by 


“Salvage 


LS 





de 
ral 
sh: 
pr 


Va 


th 
mi 
in 


all 


a reduction of the amount subject to 
depreciation or by a reduction in the 
rate of depreciation but in no event 
shall an asset (or an account) be de- 
preciated below a_ reasonable salvage 
value.” 

Section 1.167(b)-2 specifically provides 
that under the 200% declining-balance 
method “While salvage is not taken 
into account in determining the annual 
allowances under this method, in no 
event shall an asset (or an account) be 
depreciated below a reasonable salvage 
value.” It will be recalled that the first 
set of proposed Regulations disregarded 
salvage value in computing the 200% 
declining-balance depreciation. This was 
regarded as consistent with the com- 
mittee reports on the 1954 Code. Un- 
doubtedly some taxpayers elected to use 
this method as set out in the first pro- 
posed Regulations, and we can look for- 
ward to litigation on the validity of the 
Commissioner's position in the final 


Regulations. 


Leasehold improvements 


Che final Regulations contain the rule 
set out in the proposed ones that 
liberalized depreciation methods cannot 
be used to write off leasehold improve- 
ments which have an expected useful 
life in excess of the leasehold. Section 
167(c) of the Code provides that para- 
graphs (2), (3) and (4) of subsection (b) 
the paragraphs specifying the declining- 
balance method, the sum-of-the-years- 
digits method, and _ other — similar 
methods] shall apply only in the case of 
property other than intangible prop- 
erty. The final Regulations in Section 
1.167(a)-4 
tures made by a lessee for the erection 


provide: “Capital expendi- 
of buildings or the construction of other 
permanent improvements on leased 
property are recoverable through allow- 
ances for depreciation or amortization. 
If the useful life of such improvements 
in the hands of the taxpayer is equal to 
or shorter than the remaining period of 
the lease, the allowances shall take the 
form of depreciation under Section 
167. .. . If, on the other hand, the esti- 
mated useful life of such property in the 
hands of the taxpayer, determined with- 
out regard to the terms of the lease, 
would be longer than the remaining 
period of such lease, the allowances shall 
take the form of annual deductions from 
eross income in an amount equal to the 
unrecovered cost of such capital expendi- 
tures divided by the number of years 
remaining of the term of the lease.” 


As noted in our April 1956 report, 
this provision was criticized on the 
ground that the courts in ‘allowing such 
deductions characterized them as depre- 
ciation. Objectors argued that the refer- 
ence to such allowances in prior Regula- 
tions as additional rental has no force 
because in those years it made no 
difference to the taxpayer how the 
allowance was labeled. Further, they con- 
tended that such improvements cannot 
be considered as “intangible” in the 
ordinary meaning of the word. 


Maximum useful life 

There was at the hearings much criti- 
cism of the wording of Section 1.167(a)- 
8(a) lest it be interpreted to mean that 
in item accounting the depreciation rate 
must be computed on the basis of the 
maximum expected useful life of the 
asset. The final Regulations make it 
clear that the question arises only upon 
retirements; losses are allowed on normal 
retirements, if item accounting is used, 
only when the maximum useful life of 
the asset is used in computing deprecia- 
tion. Section 1.167 (a) -8(d) provides: 
* a loss is recognized upon the 
normal retirement of an asset from a 
single asset account but a loss on the 
normal retirement of an asset in a 
multiple asset account is not allowable 
where the depreciation rate is based 
unon the average useful life of the assets 
in the account. Where a taxpayer with 
more than one depreciable asset chooses 
to set up a separate account for each 
such asset and the depreciation rate is 
based on the average useful life of such 
assets (so that he uses the same life for 
each account), the question arises 
whether his depreciation deductions in 
substance are the equivalent of those 
which would result from the use of 
multiple asset accounts and, therefore, 
he should be subject to the rules govern- 
ing losses on retirements of assets from 
multiple asset accounts. Where a tax- 
payer has only a few depreciable assets 
which he chooses to account for in single 
asset accounts, particularly where such 
assets cover a relatively narrow range of 
lives, it cannot be said in the usual case 
that the allowance of losses on retire- 
ments from any such accounts clearly 
will distort income. This results from the 
fact that where a taxpayer has only a 
few depreciable assets it is usually not 
possible clearly to determine that the 
depreciation rate is based upon the 
average useful life of such assets. Ac- 
cordingly, it cannot be said that the tax- 
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payer is in effect clearly operating with a 
multiple assets account using an average 
life rate so that losses should not be 
allowed on normal retirements. There- 
fore, losses normally will be allowed 
upon retirement of assets from single 
asset accounts where the taxpayer has 
only a few depreciable assets. On the 
other hand, when a taxpayer who has 
only a few depreciable assets chooses to 
account for them in single asset accounts, 
using for each account a depreciation 
rate based on the average useful life of 
such assets, and the assets cover a wide 
range of lives, the likelihood that in- 
come will be distorted is greater than 
where the group of assets covers a rela- 
tively narrow range of lives. In those 
cases where the allowance of losses would 
distort income, the rules with respect 
to the allowance of losses on normal 
retirement shall be applied to such assets 
in the same manner as though the assets 
had been accounted for in multiple asset 
accounts using a rate based upon average 
expected useful life.” 

The Machinery and Allied Products 
Institute at the hearings on the proposed 
Regulations criticized this restriction on 
losses on normal retirements. It said: 

“The first draft of the tentative Regu- 
lations (September 28, 1954) apparently 
would have permitted taxpayers to take 
losses on normal retirements if their de- 
preciation accounts were on an item or 
unit basis, but denied this privilege for 
multi-asset accounts. The present draft 
is more restrictive in denying the privi- 
lege to both types of account. This 
denial is accomplished by the reinstate- 
ment for item accounts of the ‘maxi- 
mum-expected-life’ rule, which requires 
the use of depreciation rates based on 
maximum life expectancy as a condition 
for the taking of losses on normal retire- 
ments. 

“This extraordinary requirement, un- 
exampled, so far as we know, in the de- 
preciation *Regulations of any other 
country, is in effect a flat prohibition on 
taking losses on normal retirements. The 
maximum life expectancy of most assets 
is from one-and-a-half to two-and-a-half 
.. For 


heterogeneous groups, typical of depre- 


times their average expectancy. 


ciation accounts, the life of last survivors 
tends to be much higher relative to the 
average, typically three times, or even 
higher. Obviously, few taxpayers can 
afford to cut their depreciation rates by 
one-half to two-thirds in return for cur- 
rent deductibility of normal retirement 
losses, and few have done so.” * 
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Hardship looms for taxpayer carrying back 


operating loss which includes depletion 


=. QUESTION of whether the 1939 or 


the 1954 Code governs calculation 
of a net-operating-loss carryback to 1954 
and 1953 when percentage depletion de- 
ductions were taken prior to and after 
1954 Code, 


payer some money. In protesting this 


bids fair to cost the tax- 


apparent inequity Arthur K. Mason 
explains the technical complications in- 
who is with the 
Walsh & O’- 


following observa- 


volved. Mr. Mason, 
law firm of 
Connell, 


tions (among others) at hearings on Sec- 


Chapman, 


made the 


tion 1.172-1: 

Section 122(d)(1) of the 1939 Code re- 
quired net operating loss carrybacks 
(and carryovers) to be reduced by the 
excess of percentage depletion over cost 
depletion in a year to which the loss 


was carried. Similarly, the excess was 
removed from the loss that could be car- 
ried back or carried over. The 1954 Code 
eliminates this adjustment. 

Proposed Regulations have been pro- 
mulgated under Section 172 of the 1954 
Code and published in the Federal Reg- 
ister of February 17, 1956. Section 1.172-1 
(e)(1) provides: 


amount of any net operating loss carry- 


“(1) In determining the 


back or carryover to any taxable year, 
the necessary computation involving any 
other taxable year shall be made under 
the law applicable to such other taxable 
year.” 

This clause merely repeats the lan- 
Chat 


general in 


guage of Section 172(e). section, 


which is extremely nature, 
attempts to provide for the problems 
that arise in shifting from the 1939 Code 
to the 1954 Code, as well as for prob- 
lems arising from any changes in the 


law that may be made in the future. 


A possible situation 


Let us consider, then, a hypothetical 
case involving the depletion adjustment 
where Section 172(e) must be construed. 

Assume a corporate net operating loss 
of $300,000 in 1955 and a net income 
for 1953 of $200,000. The 1953 income 
was after an allowance for percentage 
depletion of $100,000*, but the allow- 
ance on a cost-depletion basis would have 
been only $20,000. If the 1954 Code had 


*The same problem is presented with respect to 
a taxpayer who received tax-exempt interest in 
years soverned by the 1939 Code but for the sake 
of simplicity, this discussion is confined to the 
depletion adjustment. 


not been enacted, the amount of the 
1955 loss available to be carried back to 
1954, after first having been carried back 
to 1953, would, without any doubt, have 
been $20,000, computed as follows: 
1955 Loss .. .$300,000 
Less: 
(1) 1953 


(2) Excess of 


$200,000 
1953 


percentage deple- 


income 


tion deduction 
($100,000) 
cost depletion 
($20,000) 


over 


80,000 


280,000 


Carryback available for 1954 $ 20,000 


On the other hand, if all of the years 
involved had been covered by the 1954 
Code, e.g., 1955-57, it is equally clear 
that the would be 


following result 


reached: 


1955 Loss $300,000 
Less 1953 income 200,000 
Carryback available for 1954 $100,000 


How, then, is the item to be treated 
when the years involved overlap the en- 
actment of the 1954 Code? It is our posi- 
tion that the percentage depletion ad- 
justment need not be made for the pur- 
pose of determining the amount “‘left- 
1953 to be carried back to 
1954. The proposed Regulation in Sec- 
tion 1.172-4(b)(ii) apparently takes the 
opposite position by 


over” from 


referring to the 
Section 
39.122-4(c) of Regulation 118, promul- 
gated under the 1939 Code. 

Che plain language of Section 172(e) 
does not 


computation illustrated in 


warrant such a construction. 
Section 172(e) states that in determining 
the amount of a carryback to any given 
taxable year the “necessary computa- 
tions involving any other taxable year 
shall be made under the law applicable 
to such other taxable year.” In deter- 
mining, therefore, the carryback to 
1954, what are the necessary computa- 
tions involving any other taxable year? 
We find the answer in Section 172(b)(2), 
which describes the computation of car- 
rybacks and carryovers. Section 172 
(b)(2) provides: 

First: That the loss should be carried 
to the earliest of the seven taxable years 
involved; 


Second: That the amount remaining 


to be carried to the six subsequent tax- 
able years shall be the “excess, if any, 
of the amount of such loss over the sum 
of the taxable income for each of the 
prior taxable years to which such loss 
may be carried;”’ and 
Third: That the 
come” (as used in the preceding sen- 
tence) must be computed with the ad- 
justments specified in Section 172(d)(2), 


term “taxable in- 


(3), and (5), which do not include any 
modification for percentage depletion. 

Chose, then, are the “necessary com- 
putations” provided by the statute for 
determining the amount of the carry- 
back to 1954 from 1955 and referred to 
in Section 172(e). Plainly, they require 
in this case the following computation: 

1. Carry the loss first to 1953; 

a 1953 
taxable income as are listed in §172 
(d)(2), (3) and (5) (only Section 172(d)(5) 
is applicable to corporations); 


Make such modifications to 


3. Subtract from the amount of the 
loss the taxable income for 1953, as 
modified in (2) above; 

4. The remainder is available to be 
used in 1954. 

No possible support in the statute can 
be found for making any other compu- 
tation or adjustment. The percentage 
depletion adjustment was deliberately 
excluded from the “necessary computa- 
tions” listed in Section 172(b)(2). 

\side from the literal language of the 
statute, this construction of the section 
is the common-sense construction.! The 
deduction being computed is the net 
1954, a 
1954 Code. The 
loss in question was sustained in 1955. 


operating loss deduction for 


year governed by the 


It was the plain intention of Congress 
that as to these two years the percen- 
tage depletion adjustment should not be 
made as to either net operating losses 
sustained in such years or net operating 
loss carrybacks carried to these years. 
One should not strain to find a construc- 
tion that would have the effect of lim- 
iting a deduction in a year governed by 
the 1954 Code by a rule applicable only 
to prior years and specifically eliminated 
from the 1954 Code. The proposed Reg- 
ulations, as a would 
seem to recognize this proposition: “The 


general matter, 
amount of the net operating loss deduc- 


tion which shall be allowed for any 
taxable year shall be determined under 
the law applicable to that year.” (Sec- 
tion 1.172(e)-1 (iii) )? 

The construction adopted herein still 


accords ample scope to Section 172(e). 


Its principal function is to provide that 
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1953 taxable income should be com- 
puted under 1953 law and in the future 
that taxable income of carryback and 
carryover years shall be computed in ac- 
cordance with the law of that year. Also, 
it states that such modifications as Sec- 
72(b)(2) provides shall be made 


to 1953 


tion 
income are to be made under 
1953 law; but where Section 172(b)(2) 
specifically eliminates the necessity for 
making a certain modification, Section 
172(e) was not designed to reinstate that 
modification unless that modification is 
part of a 


“necessary computation” 


which, as we have seen in this case, it is 
not. 

Che transitional rules of section 172 
(g) have no direct bearing on this prob- 
lem, as that section is applicable only to 
carrybacks to years ending before Jan- 
uary 1, 1954. But it constitutes, by con- 
trast, an additional persuasive argument 
for our position. It provides that with 
to 1954 back to 


1952 and 1953, the modifications pro- 


respect losses carried 
vided in the 1939 Code will apply in 
determining the amount of the net oper- 
ating loss deduction for 1952 and 1953. 
It specifically states that for purposes of 
Section 122 of the Internal Revenue 
Revenue Code: 

B) in determining the amount of 
the carryback to the first taxable year 
preceding the first taxable year ending 
after December 31, 1953, the portion of 
the net operating loss carried to such 
year shall be such net operating loss re- 
duced by — 

“(i) the net income for the second 
preceding taxable year computed as if 
the second sentence of section 122(b)(2) 
B) of the Code of 
1939 applied. .. .” (Emphasis added) 
122(b)(2)(B) directs that cer- 
made in- 


Internal Revenue 


Section 
tain modifications should be 
cluding the percentage depletion adjust- 
ment 

The point to be drawn from this is 

Why 
Section 172(e) did the same thing 


obvious was this sentence neces- 


SarTy 1 
as the proposed Regulation appears to 
Che answer is Section 172(e) does 


state? 


not do the same thing, and it was neces- 


sary to add Section 172(g) to reinstate 

Even if section 172(e) be deemed ambiguous 
in th respect, the plain intenticn of the Con- 
gre to grant relief starting in 1954 should 
devide the issue. 

Moreover, it should not be overlooked that 
the problem presented here would never have 
arisen but for the fact that Congress extended 
the carryback period from ene to two years in 
the 1954 Code. If the 1955 carryback were 
carried first to 1954, there would be no question 
as to the inapplicability of the percentage de- 


pletion adjustment. The Treasury interpretation 
of the 1954 “‘relief’’ legislation places some tax- 
payers in a less favorable position than they 


enjoyed under the 1939 Code. 


the percentage depletion adjustment for 
1952 and 1953 net operating loss deduc- 
Section 172(g) was 
made applicable only to pre-1954 years 


tions. Conversely, 
because a different result was intended 
for the 1954 net operating loss deduc- 
tion. 

The statutory pattern that emerges is 
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clear. Where the deduction is with re- 
spect to a year governed by the 1939 
Code, it is to be computed with the 
modifications contained in the 1939 law. 
Where the deduction is for a year gov- 
erned by the 1954 Code, it is to be com- 
puted with the modifications contained 
in the 1954 Code. 


Consistent use of direct costing upheld 


though approval not sought for change 


ae MOST ACCOUNTANTS we think that 
consistent use of an _ acceptable 
method is the best way to insure results 
that truly reflect net income. Frequently 
businesses make minor changes to im- 
prove their record keeping, use them 
regularly for years, and suddenly find 
themselves in tax trouble because they 
never got permission from the Com- 
missioner for this change. We were glad 
to see the way the Tax Court handled 
this problem in Geometric 
Co., 26 TC No. 36. The court puts it 


Stamping 


this way: 

“There must be some recognition that 
the Commissioner’s own regulations re- 
quire consistent treatment by the tax- 
payer. Where there is a choice of alterna- 
tive methods of treatment and no sug- 
gestion that the method adopted is not 
permissible from an accounting stand- 
point, consistency of treatment can be 
of great significance as demonstrating 
that the method used clearly reflects in- 
We think it 
respondent ought to take account of the 


come. should follow that 
extent to which a taxpayer’s conduct 
conforms to respondent’s own require 
ments. 

“That petitioner changed its method 
that 


brought to the attention of the Com- 


of reporting, this change was 
missioner’s representatives and that they 
gave the procedure their tacit approval 
is reasonably clear from this record. ‘That 
would be the equivalent and have the 
effect of a formal request on the part of 
petitioner to change its method of re- 
porting and a formal approval by the 
Commissioner of that change. It is note- 
worthy that respondent never contests 
direct 


the propriety of the costing 


method as such. That question is not 


raised in this proceeding and we do not 
The fact that no 


reach it. conditions 





were imposed so as to reconcile the 


different methods, a compelling and 
primary reason for securing the Com- 
missioner’s consent. 

“The year as to which respondent’s 
acquiescence in petitioner’s changed 
method of reporting is the clearest is 
1948. In that year, which was the third 
under the new system, a large refund 
would have been due petitioner had the 
other method of reporting been adopted. 
fact, 


determined by respondent on this theory 


An overassessment was, in first 
but when he subsequently refunded only 
a small part of the overpayment, so as to 
reach a tax computation in accordance 
with the new reporting system, peti- 
tioner maintained its consistent position, 
made no protest to the reduced amount 
of the refund and accepted the deter- 
mination. It follows that respondent was 
given the opportunity to make any 
necessary adjustment in that year and 
evidently made the only one that was 
required, which was to reduce the over- 
assessment earlier determined. While we 
with that no such 


agree respondent 


clear-cut situation existed in the years 
1946 and 1947, when claimed deficiencies 
were apparently settled in Tax Court 
proceedings prior to hearing, we think 
the conclusion inescapable that as to 
1948 respondent’s approval was tacitly 
requested and effectively given for the 
change in reporting methods. 

“By 1950, the year now before us, the 
new method had been uniformly fol- 
lowed by petitioner for 5 years, and by 
1955 when the method had been in use 
for 10 years taxable income was greater 
in 5 years and less in the other 5 years 
it would 
The 
sistency required of taxpayers in report- 


under the one method than 


have been under the other. con- 


ing their income and the uniformity 
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shown by petitioner consequently results, 
as is. so often the case, in the long-range 
consequences being no different under 
one system than under the other. This is 
at once the theoretical reason and the 
practical demonstration of the superior 
significance of consistency where per- 
missible alternatives are involved. 
“It is no obstacle to this conclusion 
that under section 41 a taxpayer might 
appear to be required to do his report- 
ing in accordance with the method of 
accounting employed in maintaining his 
books. Concededly this element is absent 
held, that 


such a requirement is not absolute. And 


here. It has been however, 
we should be most hesitant to say that 
that the 


method of reporting clearly reflects in- 


respondent, where he feels 
come, must withhold his approval be- 
cause such a method is not precisely re- 
flected in the taxpayer’s books. There is 


in fact a tacit assumption that variances 
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returns are bound 
to occur. Otherwise there would be no 


between books and 
reason for the elaborate provision for 
reconciliation between book entries and 
return items, which is a part of every 
rate, where as 
made between 
conformity to a bookkeeping system on 


corporate return. At any 
here the choice must be 


the one hand and consistency of report- 
ing on the other. and where respondent’s 
task is not rendered impossible by the 
complete absence of the figures from the 
taxpayer’s accounting records, we think 
it more fundamental that the method of 
reporting be consistent. 

therefore that what 
amounted to a request for a change in 


“For the reason 
method of reporting was submitted to 
and granted by respondent, we conclude 
that petitioner’s method of reporting in 
the year in controversy was proper and 
the 


deficiency is accordingly disap- 


proved.” 


Can present value for receivables 


be used to effect tax savings? 


Under present accepted accounting 


taken into income al jace value: no 


value of these receivables is less than 


by AUGUSTUS MORRIS 


and tax procedures, accounts receivable are 
attention is paid to the fact that the present 


face value. Mr. Morris, a CPA who is manag- 


ing editor of the Taxation Report of the Research Institute of America, analyzed 


the situation from a tax angle and was surprised to find no statutory or judicial 


support for using face value for receivables. Surprisingly, such authority as could be 


found pointed to using discounted value. He raises the question of whether this 


usage which has grown up may be hiding a perfectly good (albeit probably one- 


time) tax-saving opportunity. 


\ fein THE EMPHASIS placed on the al- 
lowance of reserves for estimated 
future expenses and the deferment of 
prepaid income in order to bring tax 
law into agreement with accounting 
principles, it is strange that no attention 
has been given over the years to a tax 
provision which permits a more con- 
servative approach to what constitutes 
income than has been generally adopt- 
ed. The particular law section, which 
has been in both the ’39 and ’54 Codes, 
provides that on any sale or exchange of 


property the gain or loss realized is to 


be measured by the fair market value of 
the property received. However, accrual 
basis taxpayers virtually never take this 
factor into account. They may set up 
reserves for discounts, debts, etc., 
against accounts receivable, but no at- 


bad 


tempt is made to set up the accounts 
receivable so as to take into account the 
deferred maturity of a non-interest bear- 
ing obligation. An accounts receivable is 
set up in full (subject to reserves) re- 
gardless of whether the customer is an 
\AA account who pays in 10 days, a 
good account who takes 60-90 days to 


pay, or-a poor credit risk who pays even 
slower. 


Reserves for bad debt not in point 


Reserves for bad debts do not result 
in showing the accounts at their fair 
market value. While they are in effect a 
valuation reserve, the only valuation 
factor which is used is the ability to col- 
lect the principal sum. There is no 
weight given to the factor of deferred 
payment. Thus, an open account whose 
collectibility was unchallenged would 
par 
though it was not payable for a year. 


be taken into income at even 
No reserve for bad debt would be set up 
for the account since there is no doubt 
of its collectibility. But the face value 
does not obviously reflect the market 
value. 

rhe basic premise which has been fol- 
lowed is that the accrual basis method 
of accounting requires reporting of the 
amount due. Since this is the face value, 
no attempt has been made to change 
this figure. All attention has been fo- 
cused on reserves necessary to clearly re- 
flect income (estimated expenses, etc.) 
which income wasn’t clearly reflected 
because the amount due doesn’t truly 
reflect the income on the sale. 


Statutory support lacking 


But there is little statutory support 
for setting up a non-interest bearing 
obligation at face value. The tax law has 
a specific provision dealing with the 
realization and recognition of gain or 
loss on the sale or exchange of property. 
It spells out precisely how the gain or 
loss is to be measured — market value of 
what is received against the basis of the 
property sold. This provision is not re- 
stricted to either the cash or the accrual 
basis taxpayer. It applies to all sales. 
(Code Section 1001) Thus, if the Doe 
Company sold on a 2/10, net 60-day 
$1,000 receivable 
would be valued at less than $1,000 be- 
cause no matter how financially stable 


terms, a account 


the debtor was, the account couldn’t be 
$1,000. A 
obligation due at a future date is not 
worth par. The Treasury Regulations 
have recognized this by providing that 


worth non-interest bearing 


if a non-interest-bearing note is given in 
payment of compensation the note is to 
be discounted at the going rate of inter- 
est. “A taxpayer receiving as compensa- 
tion a note regarded as good for its face 
value at maturity, but not bearing inter- 


est, shall treat as income as of the time 
of receipt the fair-market value of the 
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note at such time.” (Section 39.22(a)-4) 


Use of inflated income not required 
Chere are, of course, other provisions 
which permit (or require) the use of the 
cash- or accrual-basis method of account- 
ing. But there are no detailed statutory 
provisions detailing how the accrual- 
basis method of accounting is to be used. 
The method of accounting merely deter- 
mines the when of reporting income and 
deductions. It doesn’t override specific 
Statutory provisions providing for the 
treatment of certain items of income or 
deductions. Otherwise nonexistent in- 
come is not created by use of the accrual 
Section 1001 
specifies how income is to be measured, 


method. Since Code 
it seems doubtful that the accrual-basis 
method can create income in one year 
which isn’t realized till the following 
year when the obligation is paid. 

If a sale is made on the cash basis, 
the obligation of the purchaser may not 
be taken into account because of the 
general rule that a cash-basis taxpayer 
isn’t considered to have received any- 
thing. But if he were given a negotiable 
note in payment, the note would be 
valued at its fair market value. If an 
accrual-basis taxpayer sells for the same 
note or obligation, he should be con- 
sidered as having received the fair mar- 
ket value of the note or obligation. The 
mere fact that he is on the accrual basis 
shouldn’t give him more income (face 
value) than his cash-basis counterpart. 

Of course the Treasury has not dis- 
puted the practice of reporting income 
by taking all obligations at face value. 
However, if taxpayers were to bring 
their accounting into conformity with 
the statutory provisions, the need for 
some reserves might vanish. For in- 
stance, if a $1,000 account receivable is 
subject to 2% discount if paid in 10 
l 


days, is due in 60 days, and is sold with 


product guaranty, the value of that 
account may be considerably less than 
$1,000. While the tax law doesn’t recog- 
nize a reserve for cash discounts, the 
valuation of the account would take the 
discount into effect. Furthermore, the 
possible claim against the amount for 
the guaranty would further decrease its 


value. 


Should accounts payable be “valued”? 


\n argument might be made that if 
accounts receivable are valued, the off- 
setting deductions should also reflect the 
interest factor. But aside from the diffi- 
culty of visualizing a value being placed 


on a liability, there is no statutory sup- 
port for anything other than face value. 
The statute provides for the deduction 
of expenses “incurred” during the year. 
No other test is used for deductions. 
(Code Sections 212 and 162) 


Practical use needn't be difficult 


There shouldn’t be too much difficulty 
in making accounting practice conform 
to this interpretation. The books could 
be continued as before. At the end of 
the year the outstanding accounts re- 
ceivable could be valued (on an indi- 
vidual or group basis), and the valua- 
tion figure used in place of the face 
value now shown. The deferment of tax 
could be substantial enough to make the 
additional accounting work pay off. 

Of course, any advantage would be of 
the “one-shot” type since the decrease 
in value would not be repeated. The 
succeeding years would show an increase 
or decrease in income depending on the 
relative “undervalue” amount at the be- 


ginning and end of each year. 


Argument for reporting no profit 

So far the discussion has assumed that 
an open accounts receivable will always 
be considered to have a fair market 
value. This is the Treasurys’ view. How- 
ever, the courts have held that a promise 


to pay, unsupported by negotiable in- 
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struments, has an element of uncertainty 
which gives the promise no market value 
at all. This approach has been taken in 
the case of deferred payment sales of 
real estate and casual sales of personal 
property both by cash- and accrual-basis 
taxpayers. There has not been any case 
involving the sale of merchandise but 
an argument could be made for using 
the same definition of fair market value 
for the deferred-payment sales of real 
estate and casual sales of personal prop- 
erty (where the Regulations say that fair 
market value is to be used), for other 
sales (where the statute provides for use 
of fair market value). 

But it is questionable whether this 
view will prevail in the case of the sale 
of merchandise by an accrual basis tax- 
payer. If it did, the cash- and accrual- 
basis methods would lose most of their 
differences. 


Conclusion 


The sole point that is made is 
whether taxpayers have overlooked a 
statutory provision which appears on its 
face to permit the solution of some tax 
problems. Over the years accounting 
practice has established a sort of com- 
mon-law method of reporting income 
from sales which doesn’t completely 
agree with the specific statutory provi- 


sions. 


Dealer’s reserves withheld by finance 
i 


company not taxable; 


een WHO FINANCE their receiv- 
ables have long complained of the 
cash squeeze when they are forced to pay 
income tax on the entire sales price but 
the finance company pays them less than 
the full amount of the note. The John- 
son case, CA-4, 5/18/56, concerned a 
typical dealer; other dealers who oper- 
ate as he did should consider claims for 
refund. Those whose arrangements are 
different might be able to revise the 
financing to fit the rule of this case in 
the future. 

Here’s how the Fourth Circuit inter- 
preted the facts and the law involved: 

“As each note was transferred to a 
finance company, it would remit to tax- 
payer the balance due him on the sell- 
ing price of the trailer, less whatever 
amount was credited on its books to tax- 
payer’s reserve account. In financing 
these trailer notes, the several finance 


refund possible 


companies did not give consideration to 
the fair market value of the individual 
notes, but purchased all of the notes 
at the rate and on the terms fixed by 
their respective agreements. The amount 
withheld and credited to the reserve ac- 
count was usually 5% of the unpaid 
balance on each note, although the per- 
centage varied with the company, the 
kind of trailer, and the length of the 
finance period... . 

“Each of the agreements provided that 
if a retail purchaser’s contract became 
due and unpaid, the finance company 
could charge taxpayer's reserve with the 
unpaid balance; that if taxpayer had a 
matured financial obligation of any na- 
ture to the company, the amount of the 
obligation could be charged to the re- 
serve; and that repossession losses could 
be charged to the reserve. All the agree- 
ments provided that the ultimate bal- 
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ance in the reserve account would be 
paid to taxpayer whenever all indebted- 
ness for which it was security had been 


discharged. 


Agreements with finance companies 


“Pioneer and Union also agreed that 
they would pay taxpayer from time to 
time any portion of the reserve which 
exceeded 10° of the total balance out- 
standing on the notes. The correspond- 
ing percentage for Minnehoma was or- 
iginally 20° and was later changed to 
15%. Michigan agreed to return all sums 
in the reserve in excess of 10% of the 
gross unpaid balance of all contracts 
outstanding on March 31 of each year 
if, in the bank’s opinion, taxpayer was 


in good standing. 


Commissioner’s adjustment 


“Excluding the additional reserve 
credits made by Minnehoma, the finance 
companies credited $14,020.14 in 1949 
and $24,147.41 in 1950 to taxpayer’s re- 
books. On his 


tax returns for 1949 and 1950, taxpayer 


serve accounts on thei 
deducted these amounts from gross sales. 
In computing the deficiencies, the Com- 
added these 


missionet amounts to net 


income. 


Tax Court includes withheld amount 


“The held 


spective amounts of the dealer reserves 


Tax Court that the re- 
withheld by the finance companies dur- 
ing 1949 and 1950 and credited to tax- 
payer's account on the finance compa- 
nies’ books were includible in taxpayer’s 
taxable income for those years. 
“The 


on taxpayer's books of account and tax 


Tax Court found as a fact that 


returns his sales were recorded on an 


accrual basis. Taxpayer argued before 
the Tax Court and in this court that his 
books of account were not maintained 
on an accrual basis, and that he was en- 
titled to file his returns on a cash basis. 
But inventories were an essential part 
of taxpayer’s accounting, and for that 
reason if for no other, his reporting 
would necessarily have to be on an ac- 
crual basis. . . . Moreover, under Section 
41 of the Code of 


1939, the Commissioner was justified in 


Internal Revenue 


revising and restating taxpayer's ac- 


counts in order clearly to reflect his in- 
come. But the important question 
here is not the Commissioner’s power 
in that regard but whether, in the exer- 
cise of his conceded powers, he included 
as accruable assets for the years in ques- 


tion items which did not so qualify. 
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“The general principles which must 
control our decision have been authori- 
tatively stated by the Supreme Court. 
It is ‘the right to receive and not the 
amount which 
determines its accruability. ‘When the 


actual receipt’ of an 


right to receive an amount becomes 
fixed, the right accrues.’ Until the right 
to an amount becomes _§accruable 
through fixation of the right to receive, 
the taxpayer is under no obligation to 
return it as income. Otherwise, he would 
be required to pay a tax on income 
which he might never have a right to 
receive. 

“These principles have been supplied 
by other this court to 


accruability of 


courts and. by 


postpone the various 
types of reserves where the taxpayer's 
right to receive the money was depen- 
dent upon some contingency: Commis- 
stoner v. Cleveland-Trinidad Paving Co., 
(6 Cir.) 62 F.2d 85 (percentage of the 
contract price for street paving retained 
under contract provisions by municipali- 
of the 
paving for a stipulated period); Keasbey 
’& Mattison Co. v. U. S., (3 Cir.) 141 F.2d 
163 (reserve withheld by a finance com- 


ties to guarantee maintenance 


pany from an asbestos manufacturer 
which had guaranteed home owners’ 
notes discounted by the finance com- 


pany for applicators of the taxpayer's 
product); U.S. v. Fidelity & Deposit Co., 
(4 Cir.) 177 F.2d 805, 178 F.2d 753 (re- 


serves required by law to be set up 


against unearned premiums and _ losses 
on risks reinsured with another com- 
pany not authorized to do business with- 
in the state); and authorities cited in 
those opinions. 

“In the case at bar the Commissioner 
argues that the sale of a trailer and the 
sale of the notes resulting therefrom 
were separate and distinct transactions. 
Such an argument, however, ignores the 
realities. Before a trailer was sold, tax- 
payer knew which company was going 
to finance the transaction. The note and 
the chattel mortgage were executed on 
printed forms provided by the particular 
finance company which was going to 
discount the note. These forms called 
for monthly payments to be made at the 
principal office of the finance company 
Oklahoma, Rapids, 


Michigan, etc. None called for any pay- 


in Tulsa, Grand 
ments to be made to taxpayer in Charles- 
South The 


each sale was a single transaction from 


ton, Carolina. pattern of 
the time the trailer was sold through 
the time the note was discounted by the 
particular finance company on whose 
forms it was executed. Taxation is a 
practical matter; the substance of what 
is done, not the form must govern. 
“The Tax Court was in error in hold- 
ing that the dealer reserves withheld 
1949 1950 constituted in- 
come to taxpayer during those years, 


during and 


and the decision appealed from must be 
reversed.” w 





ilternative tax not 


reduced by net 
“ordinary” loss. In computing the al- 
ternative tax on capital gains, no reduc- 
tion of the gain is made for an excess 
of deduction and credits over ordinary 
income. Rev. Rul. 56-247. 

Multi-fund mutual fund doesn’t realize 
gain by intra-fund transfers. A multi- 
fund regulated investment company is 
one taxpayer. Consequently it does not 
realize gain or loss on transfer of securi- 
market from one 
other. Rev. Rul. 56-246. 


ties at fund to an- 


Royalty for sand removed ordinary in- 
come. Taxpayer owned land too steep 
to build on. It could be used only for 
residential purposes, and since it con- 
tained deposits of commercially-valuable 
black contracted with 
struction company to 


sand he a con- 


remove a fixed 


quantity of sand at a fixed price and 


leave the land graded. The court holds 
the transaction was not a sale; the pay- 
ments were ordinary income. Depletion 
not allowed because the facts on which 
to base cost or discovery completion were 
not presented and percentage depletion 
on sand was not allowed in the year in 
issue. Gowans, TCM 1956-133. 

Liquor dealer has capital gain on sale 
of whisky dividends; it sold rights. 
Taxpayer, in the business of buying and 
selling case goods of liquor, acquired 
warehouse bulk liquor. 
\bout half it received as a “whisky divi- 
dend” on stock of a distiller which it had 
purchased. The other half it bought 
from a supplier. Although the receipts 
were for bulk liquor, they could be used 


receipts for 


by the taxpayer to increase its supply 
of bottled goods. The court holds that, 
despite this fact, the 


receipts were 


acquired as an investment to assure a 
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continuous supply if needed. It noted 
that 94% of them were not converted 
into whisky but were sold simply as 
warehouse receipts. Their sale resulted 
in capital gain, not ordinary income. 
Continental Distributing Co., DC IIL, 
5/10/56. 


Only 50% of 1947 long-term capital 
loss available in 1952. Taxpayer had a 


long-term loss of $27,000 in 1947. The 
carryover, $13,500, was used in part in 
the next four years, leaving $4,000 un- 
used. 100% of the 1954 long-term gain 
must be deducted from this figure, not, 
as taxpayer claimed, only 50%. This in- 
terpretation of the statute is supported 
by the committee reports in 1951, when 
the treatment of capital gains was 
changed. Peters, 26 TC No. 33. 


CAPITAL GAINS ON REAL ESTATE DEALS 


Ordinary loss on sale of rental prop- 
erty held primarily for sale. ‘Vaxpayer 


was in the business of speculative build- 


ing. He erected an apartment building 
in 1947 for the purpose of sale. Not 
being able to make an immediate sale, 
he decided to take in tenants to make 
the property more saleable. He finally 


sold the building in 1950 at a loss of 
over $60,000. The sale was held to be 


of property held primarily for sale to 


istomers resulting in an ordinary loss. 
[he loss was therefore not required to 
be offset against other gains from Sec. 
117(j) assets. De Buys, TCM 1956-128. 


Capital gain on sale of subdivided real 
estate; initiative came from buyers. In 
two companion cases, the court holds 
that taxpayers realized capital gain on 
sale of farm acreage which they had 
held for many years as tenants in com- 

on. After being obliged to sell some 
icreage for hospital and school pur- 

S, In response to many requests they 
ibdivided and sold some acres for 
elling purposes. ‘Taxpayers never ad- 
tised or otherwise held out the prop- 

for sale or took any active steps to 


sell it. Green, DC Colo., 3/22/56. 


Real-estate dealer realizes ordinary in- 
come on property held for sale and 
capital gain on investment property. 
The court holds that taxpayer, a real- 
estate dealer, realized ordinary income 
on the sale of undeveloped acreage, in- 
cluding land sold to a 50%-owned corpo- 
ration. The fact that taxpayer did not 
engage in any personal sales activity with 
respect to the land sold did not affect 
the finding that the property was held 
primarily for sale. Capital gain resulted, 
on the other hand, from sale by tax- 
payer through an independent agent of 
lots purchased for the construction of 
apartments which were unsuitable for 
such construction. That these lots were 
not held for sale was further shown by 
the fact that taxpayer still owned the 


apartments constructed on the suitable 
land. Burgher, DC Tex. 


Ordinary income on sale of subdivided 
land. Taxpayer purchased land with the 
purpose of selling it, and to this end he 
subdivided it, had a water line installed, 
and was instrumental in having the land 
brought within city limits for the pur- 
pose of acquiring utilities. The court 
holds that the property was held pri- 
marily for sale to customers and was 
not a capital asset, even after taking into 
consideration the fact that taxpayer had 
other business, did not advertise or 
otherwise list the property for sale, and 
devoted only a small portion of his time 
to the sales of the lots. Important was 
taxpayer’s intention in acquiring and 
holding the land and the fact that 15 
to 18 per cent of his income was derived 
from these sales. Dihisio, CA-10, 5/4/56. 


Builder held houses as investment; gain 
is capital. Taxpayer, a builder, built 
many apartment houses for sale, but 
claimed that those involved in this case 
were held for investment. On the facts, 
the court agrees. Taxpayer did not list 
these houses for sale and made no effort 
to sell them. He did sell only because 
of frequent urgings in a “seller's mar- 
ket” from prospective buyers. The gov- 
ernment conceded that the houses were 
built for the purpose of investment. ‘The 
court finds that the purpose did not 
change. Cole, DC Wyo., 5/17/56. 


Sales were mere liquidation of real 
estate; gain is capital. Taxpayers were 
engaged in the business of developing 
and selling lots in a lakeside community. 
As a result of condemnation a hotel, 
the focal point, was sold and the court 
finds taxpayers then abandoned the busi- 
ness. Thereafter the sale of real estate 
constituted merely the liquidation of 
capital assets and resulted in the realiza- 
tion of capital gains. Clark, DC Calif., 


3/2/56. 
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Capital gains on sales of cattle 6 to 24 
months old. | Acquiescence] In a decision 
reviewed by the entire court it was held 
that cattle raised by the taxpayer and 
sold when they were between the ages 
of 6 and 24 months were “held” for 
breeding or dairy purposes. Gains arising 
from such sales were, therefore, capital. 
It was not necessary for this purpose for 
such animals to have reached maturity 
and produced a calf. The animals were 
not being held primarily for sale merely 
because it could be predicted that some 
would be sold each year. The judgment 
of the taxpayer that under his own 
standards the animals were not fit for 
breeding or milk-producing, for which 
purposes they were being held prior to 
sale, was deemed controlling by the 
majority of the court. There were six 
dissents. James M. McDonald, 23 TC 
1091, acq. IRB 1956-21. 


Commissioner erred in treating all sales 
of prize cattle under a given age as not 
from breeding herd. | Acquiescence| Tax- 
payer operated a cattle farm and had 
developed a high quality herd of Here- 
fords. Over the years 1944 to 1950, he 
sold some 800 animals to other breeders. 
He claims that 171 were from the breed- 
ing herd and entitled to capital gains 
treatment; they were sold only because 
taxpayer's business required frequent 
showings at cattle fairs and’ animals ex- 
hibited must be offered for sale. The 
Commissioner treated all cattle below 
given ages as not breeding cattle. 
Though the Court had used an age test 
in the Fix case (16 TC 854 aff'd 198 F 
2d, CA-4), better evidence is available 
here. Age is not a conclusive test; here 
the herds for breeding and for sale were 
kept physically separate. Capital gains 
allowed on the animals from the breed- 
ing herd displayed at exhibitions and 
sold. Smith’s Estate, 283 TC 690, acq. 
IRB 1956-21. 


Corporate credits not reduced under 
alternative computation in 1951-54, The 
Service had originally taken the posi- 
tion (in Rev. Ruls. 54-28 and 54-283) 
that in alternative tax 
computation under the 1939 Code for 
corporations 


making the 
entitled to special tax 
credits, the credits were to be computed 
on ordinary income only (i.e., without 
the net long-term capital gain). Since 
Public Law 399, 


eliminates the requirement for such re- 


approved 1/28/56, 


duction for taxable years after 1951, the 
rulings are revoked. Rev. Rul. 56-242. 
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Cattle were held for breeding though on 
rented pasture. The government con- 
tended that taxpayers could not have 
intended to use the cattle they sold for 
breeding purposes because they them- 
but instead rented 


selves had no farm, 


pastures. Further, the rented land was 
unsuited to a breeding herd of cows, so 
that taxpayers’ aims were only to obtain 
the natural increase in the herd and to 
fatten the cows. The court holds other- 
wise, taking judicial notice of the local 
practice of renting pasture for breeding 
purposes and of the facts that cows do 
not gain weight on pasture and that the 
inherent purpose of holding cows for 
breeding is to obtain the natural in- 
crease. Accordingly, gain on the sales 
was taxable as capital gain. Miller, DC 
Mo., 3/20/56. 


Market value of stock depressed by re- 
The 
organized a 


strictive sales agreement. business 


leaders of a community 
corporation to acquire taxpayer's prop- 
erty and improve and operate it as a 
first-class modern hotel. ‘Taxpayer trans- 
ferred the property to this new corpora- 
tion in return for cash and 2,000 shares 
of $100 stock. At the 
time into an 


par value same 


taxpayer entered agree- 
ment with the other major stockholders 
to restrict any sale of the stock for 5 
years so as to assure continuity of in- 
terest. The court held that the stock re- 
ceived by taxpayer as part payment for 
the property had a fair market value not 
in excess of $50 a share in view of the 


restrictive sales agreement. Junior 


Amusement Co., TCM 1956-115. 

Sulphur payments like oil payments can 
be transferred for capital gain. {[Non- 
acquiescence| Taxpayer owned a pooled 
overriding royalty of 9¢ a ton of sul- 
phur produced on a certain tract. He 
conveyed 86% of this (i.e., 814 cents) 
on 6 million tons ($50,000) for $46,500 
payable over two years. It was estimated 
the $50,000 would pay out in 4 years. 
The 


Was a 


Tax Court holds the transaction 


transfer of property not an as- 
signment of income. Gain on the in- 
the 
was taxable as capital gain. Weed, 24 


TC 1025, non-acqg. IRB 1956-25. 


stallments received for conveyance 


A limited interest in an oil and gas 
lease is a capital asset. [Non-acquies- 
cence| Taxpayer, P. G. Lake, Inc., owed 
P. G. Lake $600,000. In cancellation of 
the debt it transferred 25% of 7% of all 
oil and gas upon two leases owned by it 
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entitling the creditor to receive that por- 
tion of all production payments from 
the leases until he had recovered $600,- 
000 Following 
many similar cases the Tax Court holds 


plus interest thereon. 
the sale resulted in capital gain and not 
ordinary income. Lake Inc., 25.TC 1016, 
non-acq. IRB 1056-25. 


ACCOUNTING METHODS 


Change to “direct costing” approved 
though books are kept on “absorption” 
basis. Taxpayer changed its method of 
reporting supplies and indirect ex- 
penses on its tax return from an “absorp- 
tion” basis to a direct-costing basis. 
Under direct costing all supplies and 
overhead expenses are charged to 
the 


ground that they are fixed operating 


expense in the year incurred on 
costs of the period. The change was 
brought to the attention of the Com- 
missioner and was tacitly approved by 
1948. Use of 


which was consistently followed, was held 


him in the new method, 
proper for tax reporting in 1950 even 
though the books were still kept on an 
“absorption” method of accounting. The 
Commissioner’s acquiescence is equiva- 
lent to a formal approval. The court 
notes that the Commissioner has not 
and does not here contest the propriety 
of direct costing. Geometric Stamping 
Co., 26 TC No. 36. (See also p. 93). 


Taxpayer inventorying livestock is on 
accrual basis. Taxpayer-corporation 
owned or leased some million acres of 
livestock. It 
claimed to be on the cash basis and re- 


land on which it raised 
ported certain items of income and de- 
ductions when paid. The Commissioner 
the The 
court holds that since taxpayer used the 


taxed them in year accrued. 
unit-livestock-pricing method of inven- 
torying and accrued major receivables 
and payables, taxpayer was obliged to 
report all items of income and expense 
on the accrual basis. Inventories are the 
heart of the accrual system; that was 
taxpayer's method, though it deducted 
overhead expenses on the cash basis. 


Diamond A Cattle Co., CA-10, 5/17/56. 


Must 
sumed nor taken over in computing in- 


exclude mortgage neither as- 
stallment income. |{Non-acquiescence] 
‘Taxpayer built homes and sold them 
after mortgages had been placed to pur- 
chasers who were to make payments to 
the seller for a period of time after 
which taxpayer was to pass title to the 


real estate and the purchaser was to 
take over any remaining mortgage pay- 
ments. In computing the gross profit 
reportable on each installment, under 
the installment method, the buyer was 
held not to have assumed the existing 
mortgage or to have taken subject to 
the mortgage. Stonecrest Corp., 25 TC 
659, non-acq. IRB 1956-25. 

Can’t elect installment method after 
filing return. Taxpayers reported a sale 
of land as a completed transaction. Sub- 
sequently they tried to elect to use the 
installment method. This they cannot 
do; the election is made on filing the 
Fandrich, 


and is’ irrevocable. 


1956-134. 


return 
TCM 


Carryback loss on hotel condemnation. 
A hotel 
of a real-estate development was con- 


erected by taxpayers as part 
demned. Taxpayers claimed a carryback 
loss, which the Commissioner disallowed 
on the ground that the loss was not an 
operating loss in that the hotel was not 
the the 
taxpayers. The court holds to the con- 


used in trade or business of 
trary, finding that while taxpayers were 
not in the business of selling hotels, this 
hotel was part of a plan for the devel- 


opment of real-estate and hence was an 


asset used in the business of the tax- 
payers. The loss is allowable under 117(j) 
and can be carried back. Clark, DC 


Calif., 3/2/56. 


Failure to use inventories is negligence. 
[Certiorari denied.| The Second Circuit 
upheld a jury finding that negligence 
penalties were proper where the tax- 
payer filed on a cash basis though the 
Regulations required him to use inven- 
“The 
amply supports the jury’s finding that 


tories. The court said: evidence 
plaintiff's failure to report his income 
accurately was due to negligence. Al- 
though plaintiff employed an account- 
that told 
the plaintiff the inventories were neces- 
sary in preparing the returns and that 
plaintiff refused to have the inventories 


ant, accountant testified he 


used in making up the returns. On the 
basis of this testimony, coupled with 
plaintiff's testimony that he did not 
know what constituted a cash basis, the 
jury could reasonably find negligence.” 
Boynton, cert. den. 5/21/56. 
Check constitutes 
qualified delivery. 


payment upon 
Taxpayer, a dental 


un- 


surgeon on the cash basis, purchased 
dental supplies on 12/31/45 and paid 
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for them by check dated the same day. 
Ihe check was cashed on 2/15/46. The 
Commissioner disallowed the deduction 
in 1945 contending that it was a custom 
in the trade for sellers to defer collect- 
ing accounts during December and Jan- 
uary. The court held that on the facts 
of record the contention was without 
merit. An unqualified delivery of a 
check constitutes payment at time of 
delivery without regard to when the 
check is cashed by the payee. Field, TCM 


1956-122. 
DEPRECIATION 


Dowble-time operation doesn’t justify 
double depreciation; must show reduced 
life. A corporate taxpayer engaged in the 
manufacture and sale of agricultural 
sprayers and velocipedes is denied 
double the straight-line rate on deprecia- 
tion of its equipment when it went on 
double production shifts. The rate of de- 
preciation was held not necessarily pro- 
portionate to the use to which the de- 
preciable assets were being put in the 
absence of proof that increased usage 
reduced the machinery’s useful life. A 
write-off of certain machines as obsolete 
was also denied for lack of proper evi- 
dence on the question of obsolescence. 
Bullock, 26 TC No. 35. 


Producer of seed corn permitted to 
amortize grain-storage facilities. Tax- 
payer, who is in the business of develop- 
ing, raising, and selling hybrid corn for 
seed purposes, furnishes the seed corn 
to farmers who agree to grow it on their 
land for taxpayer’s use and sale. Tax- 
payer is held to be a producer of seed 
corn and as such is allowed amortization 
of his grain-storage facilities. Rev. Rul. 


56-226. 


DEDUCTIBILITY 


Loss on stock sale by estate to inter vivos 
trust allowed. A loss on sale by an 
executor of stock held by the estate to 
an inter vivos trust, which decedent had 
created for his widow, will be allowed 
to the estate as a capital loss. The loss 
is not disallowed as between related tax- 
payers because this relationship is not 
one specified in the Code. Rev. Rul. 
56-222. 

Despite local law liability, can’t deduct 
taxes which are a lien prior to purchase. 
Upon purchase of real estate in Novem- 
ber 1948, taxpayers expressly agreed to 


assume all taxes assessed after September 
30th of that year. Certain real-estate 
taxes were assessed and became a lien 
on the property on October Ist. The 
Commissioner refused to allow deduction 
on the ground that the payment was 
merely clearing title. The purchasers 
argued that under Connecticut law they 
became liable because of their agree- 
ment. The court held that this law mere- 
ly gave the state a remedy and did not 
affect the nature of the payment as 
capital. [Under the 1954 Code, real- 
estate taxes are apportioned between 
buyer and seller. Ed.| Grahm, 26 TC 
No. 38. 


Legal fees to defend suit over firing 
officer deductible. {[Acquiescence| Tax- 
payer incurred legal expense in defense 
of three lawsuits brought by a former 
stockholder-officer to have his dismissal 
set aside and to have treasury stock 
issued to him. The Tax Court allowed 
the portion pertaining to the suit over 
management of the business. That part 
allocable to the suit to acquire the treas- 
ury stock was capital in nature and not 
deductible. Fees paid to additional di- 
rectors elected in compromise of suit 
were allowed as business expenses. Wald- 
heim & Co., 25 TC No. 72, acq. IRB 
1956-21. 


Business capital gain included in full in 


computing $50,000 hobby loss. {Ac- 


quiescence] Taxpayer sold breeding 
cattle at a gain, which, the Circuit Court 
decided, was capital. Now the Tax Court 
must decide whether part of taxpayer's 
deductions for the cattle business must 
be disallowed as constituting a loss in ex- 
cess of $50,000. This would be required 
if only 50% of the capital gain is in- 
cluded in this computation. Noting that 
the question had not been presented 
previously, and that the law, Regula- 
tions, and legislative history are silent, 
on the theory that the disallowance was 
never intended to apply to a_ business 
actually operating at a profit, the court 
holds that the entire income must be 
included. McDonald, 23 TC 1091, acq. 
IRB 1956-2. 


Contingent liability for salary not de- 
ductible. Under a contract, taxpayer 
credited two employees with compensa- 
tion for services, the amounts credited 
being forfeitable if the employees did 
not become his partners at the end of 
the contract period. Taxpayer deducted 
these sums in the year the credits were 
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established. The court sustains their dis- 
allowance, holding that the payments 
were contingent and in fact were never 
made. The fact of liability was never 
fixed. Further, a cash-basis taxpayer may 
take a deduction only in the year of pay- 
ment. Heublein, CA-2, 5/15/56. 


Trucker can’t deduct overweight fines 
despite practical inability to obey law. 
Taxpayer paid some $38,000 in 1951 as 
Pennsylvania fines at $50 and $25 apiece 
for overweight trucks. The findings of 
fact set out the economic: position of 
the taxpayer: due to competition with 
railroads, etc., he had to use trucks of a 
size that would be overloaded; the state 
collected the fines but made no attempt 
to stop the practice; its weight limits 
were below those of other states. The 
court holds, however, that to allow the 
fines would be contrary to public policy. 
Tank Truck Rentals, 26 TC No. 52. 


First-year rentals on government leases 
deductible. { Acquiescence] In accordance 
with Rev. Rul 56-252 [issued this month 
but received too late for this issue; see 
next month. Ed.| Commissioner  ac- 
quiesces in this case, which allowed tax- 
payer to deduct first-year rentals on 
non-competitive government leases. 
Featherstone, 22 TC 763, acq. IRB 
1956-23. 


BAD DEBTS 


Advances to corporation are capital 
contributions, not bad debts. The Tax 
Court disallowed a bad-debt deduction in 
1950 for the amounts paid by taxpayer 
to the creditors of a corporation in 
which he was a principal stockholder. 
On appeal the circuit court held the 
payments constituted a contribution to 
capital only to the extent taxpayer vol- 
untarily released the corporation from 
liability to him for repayment. It re- 
manded the case to the Tax Court to 
determine the scope of the release. The 
Tax Court found that taxpayer had 
agreed to release the corporation from 
liability as to all the advances in ques- 
tion, and held such advances were 
capital contributions not deductible as 
bad debts. Bratton, TCM 1956-127. 


No bad-debt loss on taking subsidiary’s 
stock for uncollectible notes. [Certiorari 
denied] Taxpayer had lent money to its 
subsidiary; to improve the subsidiary’s 
financial condition, the parent volun- 
tarily cancelled the obligation and took 
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stock for it. The Tax Court held, and 
CA-2 affirmed, that the parent was not 
entitled to a bad-debt deduction. It said 
that the amount of the debt when can- 
celled became the basis for the new 
stock acquired and that deduction would 
be allowable only when the stock is sold 
or becomes worthless. Lidgerwood, cert. 


den. 5/28/56. 


Commissioner doesn’t agree that stock- 
holder-guarantor has business bad debt. 
[Non-acquiescence| In order to obtain 
financing for a motion picture to be pro- 
duced by his corporation, taxpayer was 
required by the lending institutions to 
increase his capital investment in the 
corporation from $14,000 to $25,000, and 
personally to guarantee completion of 
the picture with his own funds, Tax- 
payer advanced the required $11,000, 
and later, under his guaranty of com- 
pletion, advanced an additional $53,000. 
The $11,000 was held to be a contribu- 
tion to capital and did not give rise to 
a bad debt; the $53,000 constituted a 
business bad debt which became worth- 
The 
found this commitment to advance funds 


less in the taxable year. court 


to complete picture put taxpayer in the 
least for this 
TC 638, 


business of financing, at 
transaction. Schaefer, 24 
acq. IRB 1956-21. 


non- 


Bad debt denied even after petition filed 
under Bankruptcy Act. In 1947 taxpayer 
lent a related corporation $175,000 on 
On 8/18/49 the 


borrower filed a petition for reorganiza- 


Y AC > 
long-term 5% notes. 


tion under the Bankruptcy Act. Tax- 


payer was denied a deduction for partial 


worthlessness of the notes for its fiscal 


year ended 8/31/49 on the ground that 


the borrower's statements at that time 
did not show it to be insolvent. How- 
ever, the business situation so deterio- 


rated during taxpayer's fiscal years ended 
8/31/50 and 8/31/51 that the taxpayer 
to ordinary-loss deduc- 
tions for worthlessness of the notes in 
those years. Bullock, 26 TC No. 35. 


is held entitled 


held 


business bad debts though stock acquired 


Advances to corporation non- 
in business deal. Taxpayer, a business 
broker, made advances to a restaurant 
a stockholder. He had 
stock 


in which he was 


acquired the after one of his 
clients, on whose behalf taxpayer ad- 
vanced the purchase price, refused to 
consummate the deal himself. Taxpayer 
claimed that the advances to the seller 


and those to the corporation were de- 
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ductible as losses from business loans on 
the liquidation of the corporation. The 
court finds the losses on the loans to the 
corporation to be nonbusiness bad debts, 
because they lacked a proximate relation 
to taxpayer’s trade or business. Although 
the advance to the seller was incurred 
in taxpayer’s trade or business as a 
broker, it subsequently became an in- 
vestment. Pokress, CA-5, 5/25/56. 


WHAT IS INCOME 


eliminate income 


collections. A 


Coop housing may 
by rebating excess co- 
operative housing corporation returns 
to its tenant-stockholders the excess of 
over 
actual carrying charges within the same 


collections from  tenant-owners 
year. It need report only the net re- 
ceived. If such excess is not used to re- 
duce carrying charges until a subsequent 
year, the excess constitutes income in the 
year received. Rev. Rul. 56-225. 


No income realized on forgiveness of 
indebtedness. Without 
other consideration in return, taxpayer 
bank her 
for notes of her husband held by the 
bank. Thereafter, the bank sold to 
taxpayer for $50,000 her the 
face amount of $100,000. The Commis- 


receiving any 


gave a notes in substitution 


note in 


sioner determined that taxpayer realized 
income of $50,000 from discharge of in- 
The that 
though the bank made no gift to the 


debtedness. court finds al- 
taxpayer, since it had good reasons for 
its action and was not releasing part of 
the debt “for nothing,” taxpayer never- 
She had 


never received anything of value in the 


theless realized no income. 


first place in exchange for her note. 


\ccordingly, taking the entire trans- 


action as a whole, she was still out of 
pocket. Bradford, CA-6, 5/22/56. 


Use of company car taxable to president. 


During the taxable year taxpayer, as 


president, was furnished by his corpora- 
the Cadillac. The 
court found that the car was used partly 


tion use of a new 
for company business and partly for 
personal use since the taxpayer did not 
own an automobile. It upheld the Com- 
that the use 
of the company car constituted taxable 
income 
TCM 


missioner’s determination 


to the extent of $500. Rosania, 
1956-116. 


BASIS QUESTIONS 


Partially-completed contract contributed 


to partnership; it takes partners’ basis. 
An officer of a corporation negotiated 
with a winery for the purchase by the 
corporation during 1943 of 250,000 gal- 
lons of wine at a stipulated price. As of 
8/31/43 only 141,000 gallons were de- 
livered. On that date the corporation 
liquidated and distributed its assets, in- 
cluding the contract, to taxpayer in com- 
plete dissolution. The following day all 
assets were transferred by taxpayer to a 
partnership. The court held the part- 
nership acquired an enforceable contract 
to purchase 109,000 gallons of wine; the 
contract had a fair market value of $1.30 
per gallon; and such basis could be re- 
covered by the partnership in the year 
the wine was eventually delivered. 
Ambrose, TCM 1956-125. 


Jointly-held property.valued at date of 
death if no estate return filed. The 
basis in the hands of the surviving joint 
tenant of jointly-held property includ- 
ible after 12/31/53 in a decedent's gross 
estate is the fair market value as of the 
date of valuation for estate-tax pur- 
poses, less depreciation allowed if the 
property was acquired before decedent’s 
Where than 
$60,000, the value at the date of death, 


death. the estate is less 
and not the optional valuation date, 
must be used. Such an estate cannot file 
a true return and therefore cannot elect 
an optional valuation date. Rev. Rul. 
56-215. 

under Cohan 


Taxpayer 


Patent basis determined 
rule. |Acquiescence| trans- 
ferred to Rikol an exclusive license for 
the manufacture and sale of shoes under 
his patent. Amounts received were held 
to be royalty income and not long-term 
capital gain. The cost basis of the pat- 
ents for purposes of depreciation was 
the 


attributable to their development were 


dificult to obtain, since records 
lost during the Nazi occupation of Bel- 
gium. However, the court concludes that 
payments by taxpayer to the investor 
were purchase cost, not payment of a 
share of profits in a joint attempt at 
exploitation, and under the Cohan rule 
determines the approximate amount. 
Rollman, 25 TC No. 61, acq. IRB 1956- 
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Fire loss in excess of insurance settle- 
ment allowed. Taxpayers bought a house 
in 1947 for $65,000 and two later years 
it was severely damaged by fire. They 
computed a $41,000 loss (less $24,000 in- 
surance) on the basis of real-estate men’s 
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estimates of cost of repair (supported by 
contractor’s estimates) plus $10,000 on 
the ground that buyers would insist on 
a discount for possible structural dam- 
age. The Commissioner contended that 


the insurance settlement was the best 
evidence of loss. The court said the 
settlement was not conclusive and al- 


lowed a $36,000 loss. The loss claimed 
for damage to contents was compiled 
from an 


inventory of furnishings at 


cost (less computed 
The court allowed 


ICM 1956-132. 


depreciation) of 
$39,000. $32,000. 


Hollington, 


WHEN IS IT INCOME 
Dealer financing installment receivables 
not taxable on “reserves” withheld from 


him. ‘Taxpayer, an accrual-basis auto 
dealer, financed his installment sales. 
[The finance companies withheld, and 


credited to a reserve account, a_per- 


centage of the unpaid balance on each 


note Taxpayer excluded this amount 


from income until he collected it. The 


Commissioner argued that all sales are 


reportable by a taxpayer on the ac- 


crual basis in the year made, regardless 


of the method used to finance them. 


The court finds that the sales and the 
financing arrangements were not inde- 
pendent transactions. Considering the 
transaction as a whole, the amount 


which taxpayer would receive from the 
reserve fund was contingent at the time 
of the sale. Moreover, the reserve was 
subject to all notes discounted by the 
finance company. Accordingly, amounts 
credited to the reserve were not income 
in the year of the sale. Johnson, CA-4, 


5/18/56. 


Refund of interest paid on erroneous 
deficiency includible in income when re- 
ceived. Taxpayer paid a deficiency and 
1943 and deducted it on his 
As a 
the 


interest in 


1943 return. result of later court 
and _ interest 
1944. He filed 


an amended return for 1943, excluding 


decisions, deficiency 


were refunded to him in 
the interest deduction, and paid the 
The the 
refund to be includible in in- 


additional tax. court holds 


interest 
come in 1944, because tax accounting is 


on an annual basis. Bird, DC Mass., 


5/22/56. 


Charter income taxable when received, 
not when boat actually used. Part pay- 
ments received in 1946 by taxpayers 


upon the signing of charter parties cov- 
ering certain yachts is held to constitute 


income in the year of receipt rather 


than in the following year when the 
charter parties were performed. Tax- 
payers, reporting on the cash basis, had 
use of the funds 


unrestricted even 


though specified contingencies might 
have made the payments refundable. 
One of the charter agreements granted 
the .charter an option to purchase the 
yacht for $67,500. Upon exercise of the 
option, the court held the sales price 
was not to include any of the charter 
receipts, since the latter was taxable as 
ordinary income. Johns, TCM 1956-119. 
Accumulated dividends taxable when 
received. Payments received during a 
taxable year to be applied against the 
accumulated dividends on_ preferred 
stock constitute dividend income in the 
year received to the extent it was paid 
out of the corporation’s earnings and 
profits. Rev. Rul. 56-211. 


Record holder of title really a trustee; 
taxable on only his share of gain. Tax- 
payer’s mother was made trustee of 
California property owned by her hus- 
band because she was a citizen and he 
an alien Chinese. When the mother died 
(she predeceased her husband), she 
left record title by will to taxpayer as 
the eldest son. This she could safely do 
because taxpayer was also a citizen. 
When the father died he left taxpayer 
document under which 


a written tax- 


payer was instructed to furnish a home 


for his brothers and sisters, and ulti- 
mately to divide the property among his 
brothers and himself. The court con- 


cluded that a trust was created of which 
taxpayer was trustee, and that while he 
was one of the beneficiaries, the re- 
mainder of the property was held by him 
not for himself but in a fiduciary ca- 
pacity. Accordingly, upon sale of the 
the 


taxable only on a proportionate part 


property in taxable year, he was 


of the related income and gain. Louie, 
TCM 1956-117. 
WHOSE INCOME IS IT 
“Gift” to wife ignored; income taxable 
to donor. The facts as reported are 
obscure. It appears that taxpayer made 
bonds to his wife. 


gift of corporate 


Thereafter, the corporate stockholders 


and bondholders in liquidation con- 


tributed their interests to a trust, of 
which taxpayer was trustee. Because tax- 
payer had power to pay one-fourth of 


the corpus and income to himself and 


his wife, the court finds him taxable on 
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one-fourth of the trust income. In mak- 
ing payments he forgot his wile was a 
bondholder and interest ex- 
pense paid to her when he remembered 
and paid her. The court disallows the 
interest deduction. Goldsmith, DC NY, 
5/24/56. 


claimed 


ordin- 
ary income to widow. Taxpayer, the 


Insurance renewal commissions 
widow of an insurance man, received re- 
newal commissions on insurance sold by 
her husband prior to his death, and 
similar that had 
been assigned to him (he “purchased” 


renewal commissions 


the renewals from other agents). The 
collections are income in respect of 
a decedent under Section 126 of the 


1939 Code. The court permitted her to 
amortize part of her husband's cost of 
the agency and renewal commission con- 
tracts against the income received there- 
from even though the court admitted 
there was no mathematically accurate 
basis for computation of such allow- 
ances. (One dissent on the ground that 
costs and periods necessary for amortiza- 
tion were not shown.) It also included 
in the widow's income renewal commis- 
retained by the insurance 


sions com- 


pany as repayment of advances it had 
made under the agency contracts. Laten- 
dresse, 26 TC No. 39. 
Corporation taxed on unrealized com- 
missions it distributed in liquidation. 
Taxpayer, a corporation on the accrual 
basis, consistently reported income from 
brokerage commissions only the 
had On 


9/15/50 it dissolved and distributed all 


after 


merchandise been shipped. 


its assets to its sole stockholder as a 
liquidating dividend. Included in the 
assets was a right to commissions of 
$57,000 on orders received by the corpo- 
ration but not yet supplied. The stock- 
holder subsequently shipped the mer- 
chandise and received the $57,000 after 
the corporation was dissolved but while 
it still was in the process of liquidation. 
The 


able to the corporation; the distribution 


court holds the commissions tax- 
in liquidation was really an anticipatory 
assignment of income. J. Ungar, Inc., 26 


TC No. 40. 


Life tenant taxable on entire income. 
Children with a two-thirds interest in 
realty conveyed a life estate in the prop- 
erty to their mother who owned the re- 
maining one-third interest. The entire 
income from the property is taxable to 


the mother. Rev. Rul. 56-221. 
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Expanded, legal enforcement staffs 


planned by IRS for coming year 


_ IRS BUDGET for fiscal 1957 will 
permit the continuation of opera- 
tions at the same level as this year, plus 
additional legal staff and enforcement 
personnel, Commissioner Harrington has 
revealed in his request for an appropria- 
tion. 

“Only minor personnel increases are 
requested, and those are to bolster staffs 
“We 
strengthen our legal staff to handle the 


in three areas,” he said. need to 


increased number of cases which our 
enforcement officers are developing, and 
to aid our district directors in the legal 
problems that arise in the daily opera- 
tions of their offices, particularly in con- 
nection with the collection of delinquent 
tax accounts. Tax rulings and regula- 
the 


adoption of the 1954 Code, and more 


tions work is much heavier since 
technicians are required in that field. 
Finally, we have taken steps to effect a 
stronger tax-enforcement program 
abroad through the establishment of an 
International Operations Division, 
which will have primary responsibility 
for our overseas audit, collection, and 
investigation activities. We will staff the 
Division in large part through the trans- 
fer of technical personnel from other 
operations of the Service without re- 
We 


clerical support, however, to handle the 


placement. will need additional 


clerical operations of the division. Over- 
all, the total additional personnel re- 


quested for 1957 amounts to about 225 

man-years.”’ 

Effect of new Code on personnel 
Asked whether the request for 76 ad- 

ditional employees was directly at- 

tributable to enactment of the new 


Code, Commissioner Harrington dele- 

gated the task of replying to Assistant 

Commissioner Winkle, who said: 
“There was no estimate put in for any 


the technical staff as a re- 
sult of the enactment of the 1954 Code 
in the 1956 estimates, for two reasons: 


increase in 


“First, there is a rule which prohibits 
estimates based upon anticipated legisla- 
tion; and, second, at that time there was 
difficulty in preparing any meaningful 
estimates. 

“As a matter of fact, there is always 
difficulty in my judgment in preparing 
too meaningful estimates in the tech- 
nical area. 

“The 1954 Code, of course, repre- 
sented the first complete overhaul of the 
Internal Revenue Code in _ literally 
complete _re- 
arrangement of the Code and there were 


decades. There was a 
literally hundreds of substantive changes 
made in it. 

“The staff that the Service had prior 
to the enactment of the 1954 Code when 
it was not dealing with the necessity for 
preparing new Regulations was con- 
cerned largely with handling the rul- 
1939 Code, 
with which the Service had gained con- 
siderable familiarity and which, while 
particular situations presented difficulty, 
did not present them to the same degree 


ings workload under the 


as did the complete overhaul. 

“We plan to use 33 of the additional 
positions in the Tax Rulings Division, 
which is engaged in the preparation of 
rulings under the 1954 Code. The rul- 
ings workload in the Tax Rulings Divi- 
sion has not only increased in number 
but more particularly it has increased 
in the degree of difficulty and complex- 
ity. I think that is understandable be- 
cause the Code is new. There is no case 
law to give us assistance. We are chart- 
ing something of an unlitigated field, 
and you have a question as to how you 
can measure with a substantial degree 
of accuracy in the technical area the in- 
creased degree of difficulty. 


“We have a workload which is not 
within our control. A request for ruling 
comes in and we must answer it. So in 
part the estimate has been on the basis 
of the anticipated increase in the num- 
ber of rulings, the admitted and known 
increase in the degree of difficulty of the 
rulings, and on the basis of the exper- 
ience and the judgment of the tech- 
nicians in that area as to what the future 
holds in terms of problems and difficul- 
ties under the new Code. 

“Thirty-four of the 76 new men are 
going into the Technical Services Divi- 
sion, which is charged with working on 
involving extremely 
some ruling areas, technical areas, and 
the analysis of reports we receive from 


projects trouble- 


the field to point up inequities, loop- 
holes, and hardship situations so that we 
can make recommendations to the Treas- 
ury and they in turn can make recom- 
mendations to the Congress for correc- 
tion. We have well over 100 projects in 
that Division backed up. It is a decided- 
ly undermanned division. We are con- 
tinually confronted, for example, with 
the need for our people to cope with 
dopesheets, gimmicks, devices, tax com- 
and so forth, much of 
is directed to the avoidance or 
minimization of taxes. This Division at- 
tempts to analyze these new situations as 
they develop with a view to determining 
whether or corrective legislation 
recommended, because the 
only source, the only root source of those 
things, are our field people.” 


ments, advice 


which 


not 
should be 


Collection of revenue 


In his statement on revenue collec- 
tion, Mr. Harrington explained: 

“We are continuing our policy of 
mathematically verifying the tax com- 
putations on all tax returns within the 
calendar year in which they are filed. 
During the first 11 months of this year 
we verified nearly 41 million individual 
income tax returns, Form 1040, or about 
95%, of these returns. Of this number, 
998 thousand required correction, at an 
average of $89 per change. The increases 
in tax resulting from verification 
amounted to $66.6 million and the de- 
creases to $22.3 million—a net increase 
of over $44 million. 

“During the first 11 months of cal- 
endar-year 1955, 1,933,000 


delinquent accounts were closed, an in- 


taxpayers’ 


crease of 13% over the same period in 
1954. An increase of $174 million, about 
34%, in collections on delinquent ac- 
counts also was accomplished for the 
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same period. This increased production 
results from an increase in the average 
monthly closings per collection officer 
from 22.4 to 30.8, an increase of over 


Qn< 
Ji 


, from a year ago. The improvement 
is due to several factors, but we think it 
results chiefly from a continuing em- 
phasis on the problem, and better super- 
vision and training of our employees. 
\t the same time our inventory of 
[DA's has remained high, both in terms 
of numbers and money, and this area 
will continue to receive close attention 
throughout the next fiscal year. 

“While we have been placing our 
primary collection emphasis on the col- 
lection of known delinquent accounts, 
we have also secured some 590,000 de- 
linquent returns in the first nine months 
of calendar 1955 from taxpayers who had 
failed to file as required by law. This 
is an increase of close to 10% over the 
same period in 1954. Despite this in- 
creased production, the inventory of 
assigned delinquent filing and other in- 
vestigations increased from 487,000 cases 
on January 1, 1955, to 575,000 cases on 
September 30. In addition we have had 
a decided reduction in the number of 
returns obtained through canvassing. It 
has been thought that the inventory of 
outstanding delinquent accounts could 
be reduced to a manageable stage and 
that we would be able to devote proper 
attention to delinquent filing and other 
investigations. However, I am concerned 
about this situation and when I know 
more about it, as I intend to, I may 


make some policy changes in this respect. 


fudit of tax returns 


‘Continued improvement has been 
shown in the examination of tax returns 
to establish the correct liabilities of tax- 
payers, and is reflected in a substantial 
increase in returns examined. For ex- 
ample, field audits and examinations of 
income, estate, and gift taxes were up 
almost 19% in fiscal 1955 over 1954. 
\dditional tax, interest, and penalties 
assessed from audit efforts rose $130 mil- 
lion. A portion of this increased produc- 
tion was due to the employment of addi- 
tional revenue agents with funds by 
Congress. Another factor was the em- 
phasis placed on improving audit tech- 
niques, and strengthening the methods 
for classifying and selecting returns for 
examination. 

“Our prerefund audit program con- 
tinues to play an important part in in- 
creasing tax collections. During the 1954 
prerefund program 68 percent of the re- 


turns selected for this type of examina- 
tion were found to contain errors. In 
view of this high rate of error, the num- 
ber of returns subjected to prerefund 
audit during the 1955 program was ap- 
proximately doubled. In auditing these 
returns in 1955 we reduced the amount 
of the requested refunds by about $60 
million. Had we refunded this money to 
the taxpayers before we examined the 
returns it would have been necessary to 
ask the taxpayers to repay it at a later 
date, placing a tremendous burden on 
our collection activity. 

“This year the Service has modified the 
program for assisting taxpayers dur- 
ing the filing period to effect a sub- 
stantial reduction in the number of 
man-hours diverted from enforcement 
work. Much greater use will be made of 
designated special taxpayer assistance 
days which were tested in 1955 and 
proved to be effective. Under this plan 
the taxpayer is given needed assistance 
with a far more efficient use of Service 
personnel and therefore at less cost. An- 
other advantage of the plan is that it 
assists the taxpayer permanently by giv- 
ing him a better understanding of how 
to prepare and file his Federal income 
tax return. I have thoroughly reviewed 
the proposed changes in our taxpayer 
assistance program, and am in general 


agreement with the approach that has 
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been worked out. I found, however, that 
the instructions for the handling of tax- 
payers on nondesignated days were too 
restrictive, and have issued orders to our 
field people to make it unmistakably 
clear that no taxpayer is to be denied 
need in the 
preparation of his tax return, even on 
nondesignated days. 


the assistance he may 


Tax fraud, special investigations 


“In the field of tax fraud and special 
investigations, our special agents in- 
vestigated more tax fraud irregularities 
and recommended prosecution in a 
greater number of cases in fiscal 1955 
than in 1954, the previous high. Pre- 
liminary investigations were up 35%, 
full-scale investigations up 4%, and 
prosecution recommendations 15%. Con- 
victions obtained in 1955 increased 5 per 
cent. Available data for 1956 indicate 
a continuation of this upward trend. 

“During the latter part of fiscal 1955 
our already vigorous criminal enforce- 
ment program was strengthened by the 
recruitment of additional special agents 
provided by the supplemental appropria- 
tion for fiscal 1955, increasing our crim- 
inal investigative force by 24%. Train- 
ing demands, of course, have limited the 
productivity of the additional personnel, 
but their efforts will contribute appre- 
ciably to our fraud work in 1957. 


Treasury comments on former Commissioner 


Andrews’ proposal to abolish the income tax 


I THERE be among us any who are 
amused by what surely must be the 
discomfiture of the Treasury as a result 
of former Commissioner T. Coleman 
Andrews’ recent blasts against the in- 
come tax, they will be interested in the 
following statement from the present 
Commissioner and Secretary Humphrey. 
If there be any among us who don’t 
know that the ex-Commissioner has 
called the income tax “conceived in ven- 
’ etc., he can get 
the word from 4 JTAX 256, or from 
U.S. News & World Report, 5/25/56. 
The following statement has been 


geance,” “confiscatory,’ 


printed and sent to every employee of 
the IRS (the IRS has more than 50,000 
employees). The boys on Pennsylvania 
Avenue must feel pretty strongly: 
“To ALL EMPLOYEES OF THE INTERNAL 
REVENUE SERVICE: 
“A number of our field personnel 


have reported considerable interest on 
the part of the taxpaying public as to 
the attitude of the Treasury and the 
Revenue Service toward statements by 
former Revenue Commissioner Andrews 
which, in effect, ask the elimination of 
the income tax as a revenue-raising de- 
vice. The Washington headquarters of 
the Revenue Service also has received 
numerous letters and direct inquiries on 
the subject. 

“Treasury Secretary George Humph- 
rey in an appearance before the Na- 
tional Press Club in Washington on 
May 24, 1956 was asked: ‘Do you think 
there is any validity to the position of 
T. Coleman Andrews on the income 
tax?’ Secretary Humphrey answered: 

‘“*T want to see taxes reduced as much 
as anybody. I think they must be over 
a period of time for the best interest of 
this country. But I know of no way in 
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which we can raise the money we need 
for our security and for the services that 
the public demands without some kind 
of an income tax. 


“You can vary it. There may very well 


be some very valid suggestions. There 
probably are changes that could be 
made to improve the situation. But 


there is no way that you can eliminate 
an income tax and raise the amount of 
money we now have to have. 
“If we 


then I 


re going to have an income 


tax, think it is unfortunate to 


have the fairness of the tax, the existence 
of the tax questioned, when so many 


honest, straightforward American peo- 


ple are burdening themselves to pay 
their share of running this country and 
protecting it.’ 

“Secretary Humphrey has authorized 


me to inform you that these are his 


firm views on the subject. 

“IT have no hesitancy in identifying 
my personal views with those of the Sec- 
retary. However, the development of na- 
the deter- 


tional tax policy — that is, 


mination as to what taxes shall be lev- 


ied, how much, and in what manner — 
is not in the province of the Commis- 
sioner of Internal Revenue. 

“Our Revenue system may have short- 
comings, and efforts to improve it 
through legislative processes are proper 
and commendable. But, the preservation 


self- 


assessment and payment of taxes by the 


of our truly American system of 


individual is vital to the continued exis- 
tence of this Nation. 
“You 


memorandum and quotations in it as 


are free to make such use of this 


may seem helpful in answering inquiries 


or otherwise.” Ww 


IRS issues booklet on 
farmers’ gas-tax refunds 
PRACTITIONERS may obtain from District 
Director’s offices without charge copies 
of a new small 15-page booklet describ- 
ing procedures to be used by farmers in 
claiming refunds of gasoline taxes paid. 
These refunds will be made pursuant to 
a law passed April 2, 1956. Ask for Pub- 
lication No. 308. vv 


Tax principles established 
by U.S. Supreme Court 


THE GOVERNMENT won 14 out of 16 tax 
cases appealed to the U.S. Supreme 
Court, lost one, and the other was a par- 
tial victory, in the term of the Court just 
ended. The Tax Division of the Depart- 
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ment of Justice sums up principles in- 
volved in these tax cases as follows: 
“Some of the important principles es- 
tablished by these cases are that a tax- 
payer who recovers punitive damages 
from a wrongdoer has received income 
which is taxable; that a charitable be- 
quest which is contingent in nature may 
not be deducted in computing the estate 
tax; that a corporation which has a net 
operating loss may not include in its 
deductions the amount of excess profits 


taxes paid during the year where lia- 
bility for the tax was properly accrued 
during an earlier year; that a corpora- 
tion is liable for interest on an excess 
profits tax deficiency even though, be- 
cause of the granting of special relief, 
the tax deficiency was later expunged or 
reduced in amount; and that the lien of 
the United States for unpaid federal 
taxes is superior to prior liens of private 
attaching, 


garnishing or distraining 


creditors.” 





Communist Party denied injunction to 


restrain collection after jeopardy assess- 
ment. The court holds that taxpayer is 
not entitled to an injunction for the fol- 
lowing reasons: the Commissioner's dis- 
cretion to make a jeopardy assessment 
is not reviewable; to void a jeopardy 
assessment taxpayer must make out a 
case of gross oppression without ade- 
quate remedy at law; taxpayer has not 
proved that it is an exempt political 
erganization; immunity from past taxa- 
tion is not a reason for continued free- 
fact 


continued 


dom therefrom; the that taxation 


threatens the existence of 
an entity is not ground for restraint on 
collection; and taxpayer is not denied 
due process and equal protection of the 
laws, since it may adjudicate the tax 
problem in the courts. Communist Party, 
DC NY, 5/23/56. 

In a companion case, the court holds 
that the complaint of the taxpayer was 
verified by one who had no personal 
knowledge of the allegations therein, 
and that in any event there has been no 
showing of special circumstances to 
justify an injunction, since generally the 
the 


sioner’s discretion to make a jeopardy 


courts Commis- 


may not review 
assessment. The taxpayer may litigate 
the merits in the Tax Court or by suit 
for refund. Publishers New Press, [The 


Daily Worker, Ed| DC NY, 5/23/56. 


Final Sunday must be counted in limita- 
tion period (old law). Where Sunday is 
the last day of the limitation period for 
filing refund claims it will not be ex- 
cluded from the computation for claims 
filed prior to August 17, 1954, notwith- 
standing the contrary decision in U. S. 
v. Peters, 220 F.2d 544. [The 1954 Code 
extends the period for filing refund 
claims when the last day falls on Satur- 


day, Sunday, 
Rul. 56-177. 


or a legal holiday. Ed.| Rev. 


Penalty for nonpayment of estimated 
tax terminates on filing final return. 
|Acquiescence|} Taxpayer filed an 
estimated tax 
for 1950 on 1/15/51 but failed to pay 
the amount due. A final return was filed 


on 3/15, again without payment. The 


amended declaration of 


court holds the penalty for nonpayment 
of estimated tax terminates on filing the 
final return even though full payment 
of tax is not made. The total penalty 
was therefore 6%, 5%, for the first month 
unpaid and 1% for the second month. 
[The 1954 Code provides one penalty 
make 
quarterly payments. Ed.] 
PC 147, acq. IRB 1956-23. 


only for failure to 


adequate 
LeVine, 24 


Administratrix liable for decedent’s tax 


though wunassessed at distribution of 


estate. Decedent’s administratrix was 
warned by a revenue agent not to dis- 
tribute the assets of the estate because 
he proposed to report a tax deficiency. 
She proceeded with the distribution and 
now claims freedom from personal lia- 
bility for the taxes due on decedent's 
income, on the ground that an unas- 
sessed tax is not a debt due to United 
States. The court holds otherwise, find- 
ing that although contested and inde- 
terminate in amount, the tax liability 
had accrued, and the administratrix had 
sufhcient notice of the Viles, 


CA-6, 5/18/56. 


claim. 


Employee-plan rulings to be issued by 
field offices. The IRS has prescribed de- 
tailed procedures as to determinations 
with respect to the qualification of pen- 
sion, annuity, profit-sharing, and stock- 
bonus plans under the 1954 Code. De- 
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termination letters will be issued by Dis- 
trict Directors. The taxpayer may, how- 
ever, request the Director to refer an 
issue to Washington, and if the Director 
retuses, taxpayer may then request Na: 
tional Office consideration. Rev. Proc. 


56 1? 


Registered notification letters to be sent 
where profits unreasonably accumulated. 
rhe IRS will mail registered notifica- 
tion letters to all corporations in ac- 
Code Section 534 (b), 
where it proposes to assess a deficiency 


cordance with 


on the allegation that the earnings and 
profits have been permitted to accumu- 
late beyond the reasonable needs of the 
business. Rev. Proc. 56-11. 

Prior years’ records can be subpoenaed 
for a current examination. {Certiorari 
enied.| In 
amination of the taxpayer’s return for 
1950 and 1951] 
subpoenaed. He 


connection with an ex- 


1952, his records were 
objected, contending 
that the statute of limitations had ex- 
pired on 1950 and 1951 and, in addi- 
tion, his tax liabilities for those years 
iad been fully settled. The Second Cir- 


cuit Court held for the Commissioner, 

pointing out that the prior years’ records 

were to be used only to the extent that 

they cast light on issues in the 1952 ex- 

iumination. Norda Essential Oil & Chem- 
Co. cert. den. 6/4/56. 


Didn't claim carryback of unused con- 


structive credit. Taxpayer filed claims 
x relief for 1944 and prior years but 
it filed no claim using a carryback of 
unused credit from 1945, whether actual 
yr” constructive credit. The court holds 
the Commissioner properly refused to 
take the carrybacks into account. Utility 
{ppliance Corp., 26 TC No. 44. 
Taxable year ends when corporate 
affairs wound up. The taxable year of 
taxpayer, a corporation, commenced 
regularly on 3/1. It filed its final in- 
come-tax return for the fiscal period 

1/49 to 10/31/49 on 2/20/50. The 
Commissioner assessed a penalty because 
this return was not filed by January 15 
10/31). 


argued that because a directors’ meeting 


214 months after Taxpayer 


was held later, the final year ended 
later than October 31 and the February 
20 return was timely. The court found 
that the corporation ceased to do busi- 
ness and had disposed of all its assets 
on 10/31/49. return 


was filed for the correct period. In the 


Accordingly the 


absence of proof -of reasonable cause 
the penalty for late filing was properly 
imposed. Berry, 26 TC No. 42. 

Claim for refund held sufficient. Tax- 
payers filed claims for refund based on 
net operating loss carrybacks and carry- 
overs. They now ask refunds based on 
capital-gains issues. The Commissioner 
refused refund on the ground that the 
issue was not set forth in the claim. 
The 


auditing of the returns, conferences, and 


court finds that as a result of 
negotiations, the Commissioner was on 
notice as to all grounds for refund. 
Clark, DC Calif., 3/2/56. 


Transferee not required to return in- 
terest as well as assets received. Tax- 


payer received assets in a corporate 
liquidation; their value was less than 
the subsequently-determined transferor’s 
tax liability. In the Tax Court proceed- 
ing determining taxpayers’ liability as 
transferees, no interest on the value of 
the assets was claimed by the Commis- 
sioner. The court holds that a_ trans- 
feree is liable for mterest on the value 
of the assets received only from the 
date of assessment and notice of the de- 


ficiency. Where, as here, no claim for 


such interest was made in the Tax 
Court proceedings against the trans- 
ferees, the government may not later 


collect it, Voss, CA-10, 5/10/56. 

Prior decision on brokerage commission 
no estoppel as to legal fee on same 
matter. The Tax Court disallowed the 
deduction of certain payments made to 
a broker for the acquisition of stock 
on the ground that they were capital 
expenditures. The court holds that the 
Tax Court decision does not collaterally 
estop the taxpayers in the present case 
involving legal fees paid in a_ subse- 
quent year in connection with the same 
transaction; the Tax Court did not con- 
sider the legal expenses in its decision. 
Straub, DC Pa., 5/18/56. 


Commissioner can revise amended re- 
turn despite acceptance of additional 
tax and interest. Taxpayer filed amend- 
ed returns reporting income on an 
allocated basis over several years. The 
Court holds that since the Commissioner 
did nothing to induce the filing, he is 
not estopped from taxing the income in 
another year, even though he received 
additional tax and interest as a result of 
the filing. Dula Estate (Polt, Exec.), 


CA-2, 5/25/56. 
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Do You — 
0 
Tax Services? 


If you do, you must be bewildered by 
the mass of material crossing your desk 
each week. And acutely aware of the 
major problem of keeping abreast of 
day-to-day changes in Federal income, 
estate and gift taxes. 

Clear your desk! Send those research ser- 
vice sheets to file-NOW! In 30 minutes 
each week you get every development in 
the field of Federal income, estate and 
gift taxation—digested, analyzed and in- 
terpreted by experts through THE TAX 
BAROMETER, the tax NEWSPAPER. 


Each week it brings you in compact, 
easy-to-read, digest form, every decision 
of the Tax Court, Circuit Courts, Dis- 
trict Courts, Court of Claims and the 
Supreme Court. It gives you every Treas- 
ury Release, Revenue Ruling, 1.T., T.D., 
G.C.M., Mimeograph, Regulation, Ac- 
quiesence, Appeal, Certiorari, and Tax 
Treaty—PLUS all new legislation from 
proposal to passage. 

The significance of each development is 
carefully evaluated. A considered report 
is made on its correctness in the light of 
law or prior decision. The probable ef- 
fect on unsettled issues is carefully an- 
alyzed. Detours or alternative methods, 
potential tax savings, cautionary warn- 
ings to avoid traps which might lie in 
apparently favorable decisions, are prom- 
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Why taxpayer has such difficulty getting 


fair taxation of interstate business 


by LEO MATTERSDORF 


To the corporation tax man who knows how uncertain and inequitable is state 


taxation of interstate commerce, little aid is provided by telling him that we need 


uniformity — in allocation formulas, in definitions, in concept of equity. While this 


uniformity 


is a constantly-sought goal, the tax man may be helped in the vexations 


of day-to-day planning and administration of his company’s tax*affairs if he under- 


stands the pressures that make state taxation operate the way it does. This article, 


by a practitioner long experienced in these matters, provides an insight into the real 


nature of the problem. 


N ONE of the methods employed by the 
states which levy taxes measured by 


net income produces a one-hundred-per- 
cent equitable result when the entire 
picture is considered. It is apparent that 
many states have adopted rules and 
definitions which favor their geographic 
location and financial needs, and, per- 
haps, their political inclinations as well. 
For this reason, it immediately becomes 
apparent to anyone working in the field 
of corporate taxation that the taxpayer 
is soon lost in a jungle of inconsistent 
statutes and rules which often defy any 
logical and systematic analysis. 

These many differences in the rules of 
allocation not only permit but actually 
foster both multiple taxation and omis- 
sion from taxation of a large portion of 
the income-tax base. Further, these con- 
flicting requirements of state tax laws 
also have the effect of in- 
the 


compliance to the taxpayer as well as 


uneconomic 


creasing very considerably cost of 
the cost of administration to the states. 
But the irony is that the taxpayer pays 
the cost of compliance and the cost of 
administration, too! 


Most people believe the answer to the 


problem is greater uniformity, not only 
in the factors employed but also in the 
manner in which each factor is treated 
by the several states. In my opinion, it 
will be difficult to bring about a greater 
uniformity simply because it is easier 
politically to provide a lower tax rate 
than a higher rate, even though the lat- 
ter rate might be more equitable as part 
of a uniform allocation law. In this case 
the statutory method of allocation and 
the administrative rules produce a 
larger income base to be taxed. In such 
a scheme of things, it is immaterial that 
in each state in which it does business, 
a corporate taxpayer may pay more than 
it should, or that it pays in the aggregate 
on more than one hundred per cent of 
net income. It is equally true that many 
times these statutes and rules permit an 
over-all allocation of less than one hun- 
dred per cent of net income and that a 
given state may collect less from a cor- 
porate taxpayer than it should. But any 
taxpayer paying on more than one hun- 
dred per cent of net income to all states 
in which it does business should consult 
a “tax doctor.” Certainly it should try 
to do something about it; often it can. 


The formula used by more states than 
any other for the allocation of income 
is the so-called “Massachusetts formula,” 
consisting of three factors — property, 
payroll, and sales. While this may appear 
to be a uniform procedure, it is not so at 
all, because the definitions applied to 
each factor vary considerably. Different 
interpretations of similar statutes bring 
about unusual and often unfair results 
to taxpayers doing business in several 
states. 

The first matter to be considered be- 
fore uniformity can be achieved in the 
allocation of income is a uniform, all- 
important, basic definition of what con- 
stitutes doing business in a state by a 
foreign corporation. Such a step would 
be necessary to insure that foreign and 
domestic corporations would be on an 
equal footing in each jurisdiction. To- 
day there is no agreement as between 
one state and another as to just what 
constitutes doing business so as to sub- 
ject a foreign corporation to the taxing 
power. Just how far the states can go in 
regarding activities of corporations en- 
gaged in interstate commerce as local is 
still an open question, upon which Con- 
gress has not seen fit to legislate under 
the commerce clause. There is no doubt 
that many of the states have so defined 
the doing of business within their bor- 
ders that they are skating on thin ice 
and are headed for trouble if their ac- 
tions are reviewed by the United States 
Supreme Court. 

In attempting to find an answer to 
this problem, one should next seek a 
consistent basic philosophy in the gen- 
eral question of allocation. But efforts 
to find one will only meet with disap- 
pointment. 

Also to be borne in mind: many state 
statutes produce unrealistic results under 
certain combinations of facts, due to the 
different methods of doing business by 


the taxpayers. Further, although the 
nature of two businesses may be identi- 
cal, and even if all the figures are 


identical, the allocation results may be 
far from the same. 

This lack of uniformity in allocation 
in much’ economic 
business and the states. 
Corporations must devote time and ef- 
fort 


methods results 


waste to both 
to gathering data in connection 
with meeting the varying requirements 
of the states in which they must file re- 
Tax authorities find that 
auditing and examination opportunities 


ports. their 


are limited in that resort to comparison 


with returns filed in other states is use- 
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less because factors are different or dif- 
ferently defined. So each state has to go 
its own way relying on its own devices, 
and the taxpayer in turn must satisfy 
a multiplicity of examiners with conse- 
quent annoyance and more loss of time, 
all of which might be avoided if one 
auditor could examine one set of data 
for many states. With each state attempt- 
ing to get the lion’s share, no regard is 
paid to what another exacts. 


Hard to classify some companies 


Another obstacle to achieving uni- 
formity is that some businesses defy clas- 
sification. A corporation may be en- 


gaged in several kinds of businesses, 
such as manufacturing goods which it 
sells directly, selling goods manufactured 
by others on a commission basis, operat- 
ing transportation lines, doing a financ- 


perhaps 


mining raw materials and renting real 


ing or securities business, or 


estate. Some of these separate activities 
are confined solely to certain states. Un- 


der such 


circumstances the generally 
used factors of sales, property, and pay- 
rolls would not produce either realistic 
or fair results in all the states in which 
the corporation did business. The three 
factors are more readily suited to manu- 
facturing and mercantile enterprises. 
They could not produce equitable re- 
sults in such lines of activity as service, 
transportation, construction, and con- 
tracting. These may very readily be car- 
ried on under the same corporate roof 
as manufacturing. There would, there- 
fore, seem to be no one hundred per 
cent uniform method of allocation which 
could be devised to cover all cases. 

That 


necessary for the 


being true, it would become 


states to provide, 


through statute, flexible authority to 
could 


be applied to yield equitable results. 


adopt allocation methods which 
Perhaps such a result could be accom- 
plished so that as far as the same tax- 
payer were concerned, the same equit- 
able formula might be applied by all 
states in which it did business. 


Relief measures should be used 

\t the present time most state laws 
permit the granting of relief administra- 
tively in so-called “hardship cases.” The 
is to reach a fair and 


aim, of course, 


equitable result. The tax authorities 
may permit the inclusion of additional 
factors, require the elimination of .one 
or more or a combination of these 
methods. Properly, these laws provide 


that the taxpayer petition for the relief 


sought, stating the facts and giving the 
reasons why the general provisions fail 
in its case to produce equity and fair- 
ness. In other words, the burden of 
proof is on the taxpayer and the power 
to grant the relief is in the hands of the 
tax authorities who, in this respect, are 
vested with discretionary powers. These 
statutory relief provisions are absolutely 
necessary, but they involve both the tax- 
payer and the tax administrator in costly 
proceedings. 

Securing equitable relief by petition 
is not always easy, however. There is 
natural inertia to be overcome. Some of- 
ficials are not too inclined or are afraid 
to use the powers granted to them by 
law. Another great obstacle is that tax 
administrators change fairly rapidly, so 
that a radical change of view may occur. 
Taxpayers with the same or similar 
problems will be treated differently, de- 
pending on whether a matter was dis- 
posed of before or after a change in 
administration. 


Defining the factors 

Of the three factors of property, sales, 
and payrolls used to arrive at the per- 
centage to be applied to net income 
which, in turn, will yield the tax base, 
the property factor does not give too 
that of the 
property seldom can be disputed. In the 


much trouble in location 
sense that the term “property” is used 


in connection with an allocation. fac- 


tor it includes only real or tangible 
personal property, hence I am not con- 
sidering such intangibles as _ patents, 
copyrights, or oil royalties. Depending 
upon the facts in any given case, these 
intangibles could become important in 
applying for equitable relief. However, 
among questions which do arise are the 
value to be used, the situs of “in transit” 
property, and the inclusion of property 
not having a permanent situs. In some 
states there is the important question of 
how leased or rented property is to be 
valued and how it is to be included in 
the factor. The use of leased or rented 
property to measure property allocation 
is, in my Opinion, a step in the wrong 
direction since it leads to less uniform- 
ity. States with very little rented prop- 
erty will be very loath to adopt it. 

The payroll or wage factor may also 
be subject to some conflicting defini- 
tions, but because of the very nature of 
this factor conflicts are not so frequent. 
The most general rule appears to be the 
one used in New York: include in the 
numerator of the fraction the compensa- 
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tion of all employees regularly connect- 
ed with or working out of an office or 
place of business of the taxpayer within 
New York, regardless of where the ser- 
vices of such employees were performed. 
I believe that this rule might be modi- 
fied by the proper authorities to a time- 
spent basis, if the circumstances war- 
rant. 

But the most difficult of the three fac- 
tors we have to contend with, as far as 
lack of uniformity in treatment or defin- 
ition is concerned, is that of sales or re- 
ceipts. The principal differences in the 
employment of this factor are due to the 
variety of definitions accorded the nu- 
merator of the fraction. In some cases 
the factor includes incidental receipts 
other than sales; in others, it does not. 
For political or other reasons, the states 
rules 
which are most favorable to themselves, 


have adopted the “situs of sales’ 


thus apportioning to their own jurisdic- 


tions more of the net income than a 
fairer definition would permit them to 
tax. This pattern is being followed with- 
out regard to the tax impact upon tax- 
payers engaged in interstate business 
operations in which activities naturally 
cross state geographic boundaries. 

Some states tie the sales transactions 
to the physical location of the goods 
sold; others, to the location of goods 
from which the orders are filled or to the 
location of the office with-which the 
salesman who obtained the order is con- 
nected or to which he reports. And some 
go so far as to include sales not included 
in the formula of any other state in 
which the corporation is required to file 
a report. 

This factor of sales or receipts is em- 
ployed in the allocation factors of most 
of the states. In some states, the factor 
may include sales of tangible property 
other than inventory or receipts from 
services, etc.; and when it does, it is cor- 
rectly referred to and used as a gross- 
receipts factor. In some cases involving 
the sale of tangible personal property 
other than inventory, the income is 
specifically apportioned depending on 
the situs of the thing sold. In such a case, 
the receipt or profit is eliminated from 
both the numerator and denominator of 
Also, 


ceipts factor might include rentals, roy- 


the sales fraction. while the re- 


[Mr. Mattersdorf, a CPA, is a partner in 
the New York firm of Bates, Mattersdorf 
& Allen. The foregoing article is adapted 
from a paper written for a meeting of 
the Tax Executives Institute.] 
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alty income, or other income from busi- 
ness activity carried on, some states as- 
sign a specific situs to such income de- 
pending on the location of the property 
giving rise to the income (such as rent- 
als) , or the location of the principal of- 
fice of the taxpayer in the case of income 
from intangibles. Some states go much 
further than others in order to allocate 
or apportion specifically some of these 
and thus 

confounded. 
that the 
receipt might be assigned to more than 


income items to themselves 


make confusion worse 


Again, it is easy to see same 


one state. 


States should confer 


The conflicts in the definition of the 
sales factor are so many and varied that 
it might literally take a whole book to 
analyze all the differences and to cover 
the field completely. In this hodge-podge 
often a given sale will be used two or 
more times in allocation fractions in 
various states, and often any given sale 
will be omitted entirely. Some coordi- 
nated effort should be made by the states 
to bring order out of this chaos! Many 
studies have been made, but so far the 
states have not gotten together to at- 
tempt to attain some degree of uniform- 


ity. In any event, as long as the present 





Gross-receipts tax on contractor operat- 


ing government property unconstitution- 


al. Tennessee gross-receipts taxes may 
not be imposed on the proceeds of a 
private contractor derived from occupy- 


ing and operating property owned by the 


federal government. The private con- 


tractor, on the basis of a cost-plus agree- 


ment with the Atomic Energy Commis- 
sion, performed various duties involving 
the 


facilities. 


use of government property and 
Tennessee sought to impose 
gross-receipts taxes on the private con- 
tractor’s operation of a bus system for 
the transportation of AEC employees 


and the distribution of water and elec- 
tric current to consumers on Oak Ridge. 
All the facilities used in the operation 
of these systems were owned by the gov- 
ernment. 

In ruling that these activities could 
not be the the 
held that the congressional repeal of 
Section 9(b) of the Atomic Energy Com- 
mission Act, which in effect precluded 


taxed by state, court 


an exemption from state and local tax- 
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situation exists and the states are com- 
peting with one another for tax revenue, 
they will attempt to tax each taxpayer 
on as large a portion of the income as 
they possibly can, and this condition will 
remain whether taxpayers are greatly 
hurt or not. As long as political con- 
siderations are permitted to be para- 
mount, there will be not only little in- 
ducement for a change to uniformity 
but also very little hope. 

In the meantime, what can a taxpayer 
do where the facts show that the alloca- 
tion factor does not yield a fair and 
equitable result? As I pointed out, there 
are relief provisions in nearly all state 
statutes and the taxpayer should take 
advantage of them and petition the tax 
relief. If the matter is 
presented correctly, I am sure the relief 


authorities for 
sought will be granted in whole or in 
part. It may take considerable time and 
effort, and the time might be prolonged 
if there is a change of tax administra- 
tion in the meantime. Once granted, 
however, the rule established at the time 
the relief is granted usually will be fol- 
lowed from year to year until such time 
as there is either a decided change in 
the method in which the taxpayer does 
business in the state or a change in the 
statutes of the state. w 





ation for private contractors with the 


AEC, did 
involved. It ruled that the determining 


not affect the circumstances 
factor was the government’s ownership 
of the property being used and that it 
was immaterial whether the contractor 
was independent or acting as an agent 
of the government. A tax imposed on the 
revenues derived from the use of such 
properties therefore violated the suprem- 
clauses of the federal Constitution, 
held. Roane-Anderson 


Evans, Tenn. Sp. Ct., 4/27/56. 


acy 


the court Co. v. 


Court rejects equalization relief. Relief 
is denied to a taxpayer who sought, 
through the medium of an objection to 
the tax bill actually computed, to chal- 
lenge discrepancies in the assessment 
ratios of state-assessed as against locally- 
assessed property. The county collector 
had applied for judgment and order of 
sale of real estate for nonpayment of 
1951 property taxes. Taxpayer filed ob- 
jections to the application, and the col- 


lector’s motion to strike the objections 


was sustained. On appeal, the order to 
strike was upheld by the supreme court 
in Callahan, County Collector v. Gulf, 
Mobile and Ohio Railroad Company, 
decided September 1955, rehearing de- 
nied March 19, 1956. 

The railroad in its objection to the 
collector’s application set forth that its 
property had been assessed at full cash 
value while locally-assessed property, 
even after adjustment by the Depart- 
ment of Revenue’s equalization multi- 
plier, was assessed at no more than 60% 
of full cash value. 

In upholding the motion to strike, the 
court noted that constitu- 


tion permits court review of the valua- 


the Illinois 
tion of property for tax purposes only 
when the valuation has been fraudulent- 
ly made. The mere allegation in the ob- 
jections that the steps taken by taxing 
authorities were fraudulent, ‘“unaccom- 
panied by any facts showing fraudulent 
or dishonest actions or motives, are mere 
expletives and conclusions of the pleader 
and are not good pleading.” The objec- 
tions failed, therefore, to sufficiently 
charge actual fraud. 

In attempting to show constructive 
fraud, the railroad, by means of a 
schedule incorporated in the objections, 
specifically alleged that locally-assessed 
property was undervalued by $330 mil- 
The 


judgment of constructive fraud cannot 


lion. court held, however, that a 
be based on the mere allegations of 


value relied upon; “there are no facts 
alleged which either afford a basis for 
accepting the allegation that local prop- 
erty was assessed at other than full, fair 
cash value, or which would permit a 
court to make the comparison in values 
the appellant seeks to draw.” 

On rehearing, the chief justice filed a 
dissenting opinion in which he pointed 
out that the pertinent statute requires 
a taxpayer to specify the particular 
cause of objection and directs the court 
to determine the matter in a summary 
manner, without pleadings, and _pro- 
nounced judgment as the right of the 
case may be. He made the point that the 
nature of the defense had been clearly 
shown, and that if the objections were 
more explicit “it doubtless would be 
subject to the criticism of alleging evi- 





The reports here on_ significant 
new state tax decisions are provided 
through the cooperation of the 
Federation of Tax Administrators. 
They are adapted from Tax Ad- 


ministrators News. 
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He concluded that the 
railroad was entitled to an opportunity 


dentiary facts.” 
to prove the allegations specified in its 
objections. Callahan, County Collector 
v. Gulf, Mobile & Ohio Railroad Co., 
Ill. Sp. Ct., 
rehearing denied 3/19/56. 


decided September 1955, 


Md. sales tax not applicable to goods 


manufactured outside. Purchase of a 
Maryland plant by a Virginia manufac- 
turing firm raised several sales-tax is- 
sues. Ruling on a hydraulic press manu- 
factured by the firm in Virginia and 
later brought into the state, the court 


cited an earlier decision in which it 
held that use taxes could be imposed 
only on property purchased outside the 
state. The machinery purchased in Vir- 
ginia and brought into Maryland after 
the purchase of the plant was also ex- 
empt, the court said, since the items were 
purchased with the intent of using them 
in Virginia and were so used. The court 
construed the use tax to apply only to 
property purchased outside the state 
which was intended to be brought into 
Marvland for use, storage, or consump- 
tion 
The 


taxed 


sale of the plant could not be 


the court ruled, since it was a 


casual and isolated sale exempt under 
Marvland’s The 
that not fit 


sales-tax law. state 


argued the sale did this 


exempt category since the firm selling 
the plant did not dissolve until several 
after the sale, which it 


years during 
sold its inventory and engaged in other 
business activities. The court, however, 
cited a provision in the statute defining 
a casual and isolated sale as one made 
by a 


engaged in the business of selling tangi- 


vendor “who is not regularly 


ble personal property.” It held that the 


sale was made in conjunction with the 
complete liquidation of the seller’s busi- 
ness and therefore could not be con- 
strued as a sale by one engaging in 


The 


ployed the cash derived from the sale 


business. fact that the seller em- 


to meet contract obligations which it 
had previously incurred and could not 
be avoided by financial loss did not 
nullify the effect of the liquidation, the 
Trailer Corp., 


said. 
Md. Ct. 


court Thompson 


Apls., 4/16/56. 


Calif. use tax attaches when equipment 
is in intrastate use. The railway, which 
operates in 12 states, had purchased 93 
1943 and 1945 
were delivered to it in Iowa. After being 


engines between which 


tested in lowa, 


the engines were as- 


signed temporarily to service at points 
where a shortage of power for yard work 
existed, until they were eventually 
moved to their point of permanent as- 
signment. Seventeen engines were as- 
signed permanently to California, where 
they engaged in both intrastate and in- 
terstate commerce. The time spent by 
these engines outside California before 
they were moved into the state ranged 
from one 


43 days. 


engines is 25 years. No sales or use tax 


to 79 days, averaging about 
The life expectancy of such 
had been paid to any other state with 
respect to the 17 engines. 

Taxpayer contended that all the en- 
gines were placed in interstate commerce 
before their entry into California and 
thereafter were used continuously in in- 
and that there 
in which 


terstate commerce was 


never a taxable moment the 
engines were used or stored in the state 
except as instrumentalities of interstate 
commerce. In upholding the use-tax as- 
sessment, the court held that the inter- 
state use of the engines upon purchase 
was intended to be temporary, that their 
interstate transit ended upon their ar- 
rival in California, and that there was 
a period of time between the end of 
transit and the beginning of use in 
California when the transaction acquired 
an intrastate situs for California use-tax 
purposes. Atchison, T. & S. Fe Ry. Co., 


DC Calif., 2/24/56. 


Denver sales tax on supplies for inter- 
state buses upheld. An interstate motor 
carrier with general offices in Denver is 
subject to the city sales tax on goods 
purchased in the city for use in its busi- 
ness. The carrier claimed that its pur- 
chase in Denver of such items as oil, 
tires, dry ice, log books, and trucks for 
business purposes was exempt from the 
city sales tax because of the interstate 
character of its operations. The court 
ruled that the sales tax was imposed 
validly on such transactions since it was 
not discriminatory and did not burden 
Nebraska Truck 


12/55. 


interstate commerce. 
Rentals, DC Colo., 12 


Minnesota allows additional federal tax 
though its tax is barred. Even though 
its statute of limitations barred Minne- 
sota from taxing income on which back 
taxes were paid to the federal govern- 
ment, such payments could be claimed 
as a state income-tax deduction. Minne- 
sota’s income-tax statute allows no de- 
duction for the payment of interest and 
taxes connected with the production of 
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income not included in the measure of 
1950 after the 
state statute of limitations had run, tax- 


the state income tax. In 


payer had paid federal taxes on income 
he had received as the beneficiary of 
a trust in 1943, 1944, and 1945. Without 
fraudulent intent, he had assumed er- 
roneously that the trust could pay the 
taxes on the income received from it. 
His payments to the federal government 
were claimed by taxpayer as a deduc- 
1950 tax return but 
disallowed by the commis- 


tion on his state 


were tax 
sioner on the basis that they pertained 
to income not included as a measure 
of the state tax. 

In ruling the amounts deductible, the 
court construed the statutory phrase “in- 
come included in the measure of 
the tax’”’ to refer not to the net or dollar 
income actually taxed by the state, but 
to the class or classes of income subject 
held, that 


federal income taxes paid on income 


to taxation. It therefore, 
within such classes may be taken as a 
state income-tax deduction in the year 
in which they are paid, although the 
taxpayer’s net income subject to state 
taxation within such classes embraced 
a smaller dollar volume. Bremer, Minn. 


Sp. Ct., 3/2/56. 


NY court permits suit for city tax re- 
fund though not paid under protest. 
A foreign corporation which ‘paid New 
York City’s gross-receipts tax in error 
was not barred from bringing an action 
to obtain a refund because it had failed 
to make its tax payment under protest. 
The corporation imported sewing ma- 
chines from Japan and was unaware that 
transactions in foreign commerce were 
not subject to the New York City gross- 
receipts tax. A year afterwards, it dis- 
covered its error and applied to the city 
After 


administrative hearings, the city comp- 


for the return of the payment. 
troller denied the application on the 
grounds that the city law precluded the 
granting of such a refund when the tax 
had not been paid under protest in writ- 
ing. Taxpayer then instituted its present 
suit to recover the tax payment alleging 
that the city had been unjustly enriched 
by retaining the payment made in error. 
that 
barred from taking this course since the 


The city argued taxpayer was 
city administrative code limited taxpayer 
to an administrative review of the comp- 
troller’s determination. The court, how- 
ever, held that the prescribed remedies 
or procedures for review are not ex- 
clusive when the jurisdiction or author- 
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ity of the taxing officer is challenged on 
the grounds that the statute is uncon- 
stitutional or, as was here asserted, that 
the statute by its own terms does not 
apply in a given case. In such cases, the 
court ruled, the taxpayer may bring ap- 
propriate legal action. Mercury Machine 
Importing Co., NY App. Div., 3/29/56. 


Appeal filed: Leslie Miller Inc. v. State, 
in which the Arkansas Supreme Court 
that the federal 


ruled contractors with 


government had to be licensed before 
bidding or entering into a contract in 
excess of $20,000 when the work was 
performed on federally-owned land over 
which the state had not granted exclu- 


sive jurisdiction. 


Reconstruction Fi- 
State of 
upholding a United States Court of Ap- 
Fifth Circuit ruling that the 
RFC’s liability for state and local proper- 


Certiorari denied: 


nance Corporation v. Texas, 
peals, 


ty taxes did not extend to penalties and 
interest. 


Probable jurisdiction noted: Nelson v. 
City of New which the New 
York Court of Appeals ruled that it was 


York in 


without power to afford relief to a tax- 
payer whose property was foreclosed be- 
cause a defaulting bookkeeper had failed 
to transmit payment for water charges. 
For the nonpayment of water charges 
totaling $887, the city acquired title to 
properties assessed at $52,000. 

Certiorari denied: Reynolds Metal Co. 
The Oregon 
Supreme Court upheld the right of local 


v. Multnomah County. 


government to impose property taxes on 
a factory sold by the government to the 
taxpayer although the deed and the bill 
of sale 


were not until six 


months after the assessment date. 


delivered 


Tax lien superior to conditional seller’s 
interest (NY). The priority of New York 
state highway use-tax liens over the se- 
curity interest of a conditional vendor 
has been upheld by the United States 
Supreme Court in International Har- 
vester Credit Corporation v. Goodrich, 
decided April 9. The conditional vendor 
had that the due 
process clause had been violated in two 
(1) the 
plicable to taxes based upon the car- 
rier’s operation of other trucks within 
the state before or during the time that 
the trucks on which the lien was im- 
posed operated in New York, and (2) the 


contended federal 


respects: lien was made ap- 
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lien applied to taxes assessed against the 
carrier after the vendor repossessed the 
particular trucks, even though the taxes 
were based on operation before the re- 
possession. 

New York state’s highway use tax on 
motor carriers is imposed on a weight- 
distance basis. The law provides that 
taxes, penalties, and interest accruing 
under it shall constitute a lien upon all 
the vehicular the carrier and 
are paramount to all prior liens or en- 
The 
had failed to pay taxes from January 1, 
1952 through February 1954. Liens had 
been 


units of 


cumbrances. carrier in this case 


attached on three tractors which 
had been sold to the carrier on a con- 
ditional basis during the period in 
which the tax liability had been in- 
curred. the vehicles had been 
1954 and the 


1954. The vendor was 


Two of 
repossessed in January 
third in March 
not aware of the carrier’s tax delinquen- 
until the 
April 1954. 

In treating the three trucks in the 
same manner as the carrier’s unencum- 
bered trucks, the state took the position 
that the 


cies state asserted them in 


conditional sales agreements 
resulted in security interests rather than 
absolute interests for the vendors. It 
emphasized that in yielding control of 
the trucks, the enabled the 
carrier to place the same burden on the 
highways as though it had held un- 


encumbered title to the trucks. 


vendor 


The majority opinion given by Justice 
Burton held that the prescribed priority 
of the highway-tax liens over the rights 
of the conditional vendor was in ac- 
cordance with the unquestionable right 
of New York to regulate the use of con- 
ditional sales agreements wihin the state. 
The court held that the statutory lien 
did not destroy the efficacy of condi- 
tional sales financing, but only sug- 
gested that a conditional vendor secure 
assurance from its customers that their 
highway-use taxes were not in arrears. 
It stated that if the tax on the carrier 
were computed on a flat rate or was 
measured by gross receipts from the 
carrier's use of the highways, there would 
be little doubt that the liens would be 
valid on all vehicles in the carrier's fleet 
even though subject to conditional sales. 
The fact that these former taxes are un- 
allocable in character while the highway 
use tax can be computed in close pro- 
portion to the actual burden placed on 
the highways by the respective trucks in- 
dividually did not deprive the state of 
its constitutional right to prescribe and 


enforce its liens with respect to the latter 
tax, the court ruled. 


A dissenting opinion given by Justice , 


Frankfurter, in which Justice Douglas 
concurred, agreed with the majority 
that taxes incurred by all the vehicles in 
the carrier’s service during the period 
that the conditionally sold vehicles were 
on the road may be collected by en- 
forcing tax liens for total taxes against 
the three vehicles. However, it held that 
a different situation prevailed for the 
taxes which were incurred for the period 
antedating the conditional sales. The 
vendor, it held, had no means of pro- 
tecting itself against highway taxes in- 
curred by the carrier prior to the time of 
sale since it could not ascertain the tax 
liabilities of the conditional vendee 
prior to the credit arrangement. In view 
of the important role played by credit 
sales in our economy, the dissent said, it 
would be unfair to subject such creditors 
to an insurer’s risk. It would therefore 
lien to 


have restricted the enforceable 


the highway taxes incurred by the 
carrier for the period that it operated 


the vehicles. 


California retailers can compute food 
sales by formula. A recent ruling of the 
California Board of Equalization pro- 
vides a new optional method for grocers 
in computing the amount of their food 
sales, an Cali- 


fornia’s sales-tax law. By this method the 


exempt € ategory under 


grocer may determine his deductible 
food sales by applying to total sales the 
same percentage of total purchases com- 
prised of food purchases. The board has 
that is predicated 


upon an assumption that the over-all 


noted this ruling 
gross margin is the same on food prod- 
ucts and commodities. It has 
studies which that tax- 


able items regularly sold by grocers gen- 


taxable 
made indicate 
erally carry higher rates of markup than 
do food products, but has found this 
difference minimized when meats, fruits, 
and vegetables are included with other 
food products. 

Excluded from the use of this op- 
tional method are retailers of food who 
also sell hardware, 
farm implements, distilled spirits, and 
other items not regularly sold in grocery 
stores. 


clothes, furniture, 


Grocers selling other: types of 


merchandise may use the ratio report- 


ing method only with respect to the 
grocery portion of their businesses, and 
only if the latter is operated as a sep- 
arate department for which separate 
records are kept. 
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Complicated rules govern income 


taxation of visiting foreign businessmen 


by EMILIO MAYER 


The foreign visitor who has more than touring on his mind usually finds himself 


confronted with a complex and trying session with the IRS before he can leave the 


U.S. This article is a description of the process, how it works, what the foreign 


visitor should do, and how he can plan to minimize taxes. This article is recom- 


mended for permanent filing for those who advise or entertain foreign businessmen. 


sige FOREIGN BUSINESSMAN visiting the 
States little 
thought to the possible tax consequences 


United usually gives 


visit: in most instances he isn’t 


that 


of his 


aware such a_ possibility exists. 
However, when getting ready to leave 
the United States he is informed that a 
“sailing permit” is necessary. Although 
this may sound like some kind of police 
permit, it is actually an income-tax re- 
turn certified by an agent of the Bureau 
The 
this requirement is, of course, to insure 


of Internal Revenue. purpose of 
the payment of any income taxes due 
from the foreigner. 

The sailing permit may be obtained 
the offices of the Director 


from one of 


of Internal Revenue. This is often a 
time-consuming formality because the 
departing visitor must appear person- 
ally at the Internal Revenue office; he 
must bring his passport, ticket, and cop- 
the U. S. 


the last three years, if any were filed. 


ies of income-tax returns for 
If he has earned a salary, he must have 
a statement showing the amount earned 
during the calendar year up to the date 
of leaving, and the tax withheld. The 
sailing permit must be obtained even 
though the visitor has not earned an 
income, or has not realized any profits. 

Che sailing permit must be retained 


by the visitor and presented at the point 


of departure, at which time it must be 
not more than ten days old. 

The sailing permit is an “information 
tax return,” which covers only the pe- 
riod of the presence of the alien in the 
United States. If he returns to this coun- 
try during the same year, the income of 
the first period will be combined with 
the income of the second and any other 
successive period. The determination of 
the classification of the alien for tax 
purposes, and the tax due, will depend 
upon the facts covering all periods of 
his presence during one calendar year. 

Since the sailing permit is only an 
information return, the 
alien is required to file a final return 


nonresident 


covering the whole year, if he has tax- 
able income after his departure, even if 
he does not return to the United States. 
He may also file a final return after the 
end of the calendar year for the purpose 
of claiming his full personal exemption; 
this may result in a tax refund. 
Although the practical results of the 
income-tax laws are frequently quite 
surprising, especially to foreigners, there 
are some underlying principles which 
determine the classification of foreign 
visitors for income tax purposes. Wheth- 
er any tax is due, and how much, is a 
comparatively simple matter once the 
visiting has 


businessman ascertained 
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which classification applies to him. 
However, before going into details it 
is advisable to warn the reader that the 
meaning of the words used in the in- 
different 
from their commonly-accepted meaning. 


come-tax laws is sometimes 
For instance, if a visiting businessman 
stays in the country more than 90 days 
and earns a salary in his home country 
during that period, he is considered, for 
income tax purposes, as being “engaged 
in business” in the United States, 
Furthermore, his salary would be defined 
as “derived from sources in the United 
States.” 
Therefore, to avoid unpleasant sur- 
prises it is necessary to study carefully 
the basic principles which determine the 
classification of foreigners for income 
tax purposes. They are: 
1. Residence; 
2. Length of stay in the United States; 
3. Being engaged in business in the 
United States; 

4. Whether the source of the income 
is within or United 
States; 


without the 


5. The kind and the total amount of 

the income. 

There are several tax treaties in force 
with various countries. The treaties are 
intended to give more favorable treat- 
ment to residents of those countries; 
however, they do not affect the basic 
concepts of taxation which apply to all. 

Residents of the following countries 
should consult the heading “Tax Treat- 
ies” at the end of the article to deter- 
mine the effects of their physical pres- 
ence in the United States regarding the 
taxation of their compensation for per- 
sonal services and the taxation of their 
capital gains: Australia, Belgium, Can- 


ada, Denmark, Finland, France, Ger- 
many, Greece, Ireland, Netherlands, 
New Zealand, Norway, Sweden, Switzer- 
land, Union of South Africa, United 
Kingdom. 
Residence 


Being a resident or a nonresident is 
extremely important for income-tax pur- 
“resident aliens” are 
taxed like citizens of the United States. 
They must pay taxes on all their in- 


poses because 


come, regardless of whether it comes 
from 
United States. 


sources within or without the 

As a rule, businessmen visiting the 
United States for brief periods with a 
temporary visa are classified as ‘“‘non- 
resident aliens” for income-tax purposes. 


In the absence of circumstances indicat- 
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ing their intention of settling in the 
United States, or circumstances which 


may make their stay indefinite, they 


continue to be “nonresident aliens” as 
long as their stay in the United States 
is limited by the immigration laws. 

\ “nonresident alien” may also be- 
come a “resident alien” for income-tax 
purposes if he signs a “Certificate of 
Alien Claiming Residence in the United 
States.” This 


certificate, known as 


Form 1078, is usually signed for the 
purpose of avoiding the withholding tax 
on dividends or interest received in the 
United States. There is doubt whether 
signing this form is a conclusive deter- 
mination of status, but an alien should 
consider the matter carefully before do- 


ing so. 


Length of stay in the U. S. 


A second factor determining how a 
“nonresident alien” is taxed is the num- 
ber of days for which he is physically 
present in the United States during any 
calendar year. The dividing line, de- 
pending on the kind of income to be 
reported, is either 89 or 90 days of total 
presence 


during any one year. Aliens 
present in the United States for more 
than 90 days during one calendar year 
are considered as 


being “engaged in 


business” if they perform any services 
during their stay. For capital gains the 
rule is that “nonresident aliens” not en- 
gaged in business, who are physically 
present for not more than 89 days, are 
taxed only on the gains arising from 
sales effected in the United States while 
they are actually present in the United 
States. If they are present more than 89 
days they are taxed on capital gains of 
all sales effected in the United States 
during the same year. 


Engaged in business 


The tax laws do not contain a defini- 
tion of “engaged in business’; as a re- 


sult, considerable uncertainty exists 


about its exact meaning. In general it 
includes any activity carried on for the 
purpose of profit. Furthermore, as pre- 
viously indicated, the performance of 
personal services while in the United 
States is specifically included. 

Excluded are nonresident aliens who 
satisfy the following three requirements: 

1. They are present in the United 
States for a total of 90 days or less dur- 
ing the year. 

2. Their total compensation during 
that period does not exceed $3,000. 


3. They perform services for one of 
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the following: nonresident alien indi- 
viduals, foreign partnerships or foreign 
corporations not engaged in business in 
the United States, or a permanent estab- 
lishment abroad of a United States cor- 
poration. 

Each one of these three conditions 
must be met in order to exempt the non- 
resident alien from the taxes imposed 
upon those “engaged in business.” No 
exemption is allowed if the employer 
abroad is engaged in business in the 
United States, except when it is a for- 
eign office of a United States corpora- 
tion. 

Che limit of 90 days includes all days 
of physical United 
States during any calendar year, regard- 


presence in the 


less of interruptions. However, the days 
of presence accumulated during one 
year are not counted in a subsequent 
year. Therefore, a visiting businessman 
who expects that his business will re- 
quire a stay in the United States longer 
than three months, may arrange his trip 
for the last two or three months of the 
year. Since any time spent in the coun- 
try after December 31 would fall in a 
new calendar year, he would not be 
considered as being “engaged in busi- 
ness” in either year. 


Source of income 


Nonresident aliens are taxed only on 
income derived from sources within the 
United States. However, the phrase “de- 
rived from sources within the United 
States” as used in the tax laws is some- 
what misleading; it actually means the 
place where the income or profit is real- 
ized. 

In the case of compensation for per- 
sonal services the “source” of the in- 
come is the place where the services are 
performed. ‘Therefore, any compensa- 
tion received or earned by a nonresident 
alien, who is classified for income-tax 
purposes as “engaged in business’ in the 
United States, for services performed in 
this country is taxable, regardless of the 
residence of the payor, of the place in 
which the contract for services was made, 
and of the place of payment of the com- 
pensation. 

For instance, an executive of a for- 
eign corporation who comes to the 
United States for business purposes and 
stays in the country for a total of more 
than 90 days during one calendar year 
must pay taxes on salary, bonus, or com- 
missions earned while in the United 
States whether paid by United States or 
foreign employers. 


The salary or other compensation of 
the visiting businessman subject to tax 
includes only the amounts earned for 
services performed in the United States. 
If an executive of a foreign firm visits 
the United States during his vacation, 
and does not attend to any business, the 
compensation received from his home 
office would not be taxable, since no ser- 
vices would be performed in the United 
States. On the other hand, if a foreign 
businessman comes to the country both 
for business and on vacation, he would 
be taxable on the compensation earned 
during the period he attended to his 
business. In such case it would be ad- 
visable to have a specific agreement with 
the home office about the length of the 
vacation of the executive and the time 
to be spent on business matters. How- 
ever, for determining whether his stay 
in the United States exceeded 90 days, 
the vacation time would also be _ in- 
cluded. 


Kind of income 


For income-tax purposes, the income 
of nonresident aliens is classified as fol- 
lows: 

1. “Fixed income” from sources in the 
United States: compensation for person- 
al services, such as salaries, bonuses, 
commissions, or professional fees; royal- 
ties: rents; dividends and interest, ex- 
cept, in the case of nonresident alien 
not engaged in trade or business in the 
U. S., interest received on deposits with 
panks in the United States. 

2. Other income from sources in the 
United States: profits from the sale in 
the United States of any personal prop- 
erty, such as merchandise, manufactured 
products, or raw materials sold in the 
course of the taxpayer's business. 

3. Capital gains realized in the United 
States. 


Computation of tax due 


For the computation of the tax due, 
the taxpayer must first determine wheth- 
er he is a resident or a nonresident for 
income-tax purposes, whether he is or 
is not engaged in business, and the kind 
of income he has received, if any. He 
will then know into which classification 
he falls, namely: 

1. Nonresident aliens not engaged in 
business in the United States with: 

a. Gross income of not more than 
$15,400: These are taxed at the rate 
of 30 per cent on their gross “fixed 
income”’ from sources in the United 


States and on certain capital gains. 
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Gross income of more than $15,400: 
These pay the higher of: (1) tax on 
their “fixed income” less certain de- 
ductions and plus certain capital 
gains, at the rates applicable to 
United States citizens; or (2) tax at 
the rate of 30 per cent of their 
gross “fixed income’ plus certain 
capital gains. 

Ihe provisions relating to the taxa- 


’ 


tion of their “net income” is not intend- 
ed to favor nonresident aliens earning 
more than $15,400; on the contrary, the 
purpose is to tax them at the higher 
rates to which citizens would be subject. 
Vonresident aliens engaged in busi- 

ss in the United States are taxed on 
their entire “net income” from sources 
in the United States (including interest 
earned on deposits with banks, profits 
the United States of 
personal property, and capital gains) at 


from the sale in 


the rates applicable to citizens. 


8. Resident aliens who are taxed on 


their entire ‘net income” from all 
sources, foreign as well as domestic, at 
the rates applicable to United States 
Citizens. 

In most cases the visiting businessman 
will be classified as a nonresident alien 
not engaged in business. Since the 30 
per cent withholding tax will have been 
ilready deducted from most of his “fixed 
income” it is highly probable that no 


tax will be due from him when he 


leaves the United States. 
$600 is 


exc ept 


\ “personal exemption” of 


allowed all nonresident aliens 
those not engaged in business with gross 


$15,400. It 
may be taken in full regardless of the 


income of not more than 


days present in the United States. How- 


ever, if an alien leaves the country be- 
fore the end of the year, he receives 
credit on his sailing permit only for a 


proportionate quota of the personal ex- 
emption based on the time elapsed from 
the beginning of the year. When the cal- 


endar year is over, the alien should file 


a final tax return, even if he does not 
come back to the United States and does 
not have additional income in the 
United States. On the final return he 


may claim the full exemption; this of 


course, may entitle him to a refund of 
xes previously paid. 
Whether a 


save taxes by being classified as “doing 


nonresident alien would 


business” instead of being classified as 
United 
States will depend on the kind and 


“not doing business” in the 


amount of his income and his deduc- 


tions. If most of his income from sources 


in the United States is represented by 
“fixed income” he would probably save 
taxes by being classified as “doing busi- 
ness.” However, if a visiting business- 
man is classified as “doing business” he 
will have to include in his income any 
compensation earned for personal ser- 
vices performed on behalf of his home 
office while in the United States; but he 
will also be entitled to deduct the ex- 
penses incurred by him for the business 
trip. 


Effect of treaties 

The income-tax treaties in force with 
various countries are intended to give 
more favorable tax treatment to residents 
of those countries. However, if the treat- 
ment accorded under the general rules 
to nonresident aliens is more favorable, 
the residents of the tax treaty countries 
are entitled to take advantage of it. 

Each 


subjects; in this article we shall examine 


treaty covers a wide range of 
only the effects of the physical presence 
in the United States of the residents of 
tax-treaty countries. 

The existing tax treaties provide that 
compensation for personal services of a 
resident of the following countries is 
tax 
the 


exempt if his physical presence in 
United States during the year does 
not exceed the number of days listed 
and his compensation does not exceed 
the amount listed, subject to the notes 


listed for each country: 


Country Days Amount 
Australia 183 No limit!. 2 
Belgium 183 No limit5,3 
Canada 183 $5000 

" 183 No limit4 
Denmark 180 No limit5 
Finland 183 $10,000 

“y 183 No limit5 


France Less than 


one year No limit!.6 


Germany 183 $3,000 
$y 183 No limit5. 3 
Greece 183 $10,000 
183 No limit® 
Ireland 183 No limit! 
Netherlands 183 No limit5.4 
New Zealand 183 No limit! 2 
Norway 183 $10,000 
183 No limit® 
Sweden 180 No limit®. 7 
Switzerland 183 $10,000 
* 183 No limit 
Union of So. Africa 183 No limit!,8 
United Kingdom 183 No limit! 


Capital gains of a resident of Canada, 
France, or Sweden, are tax-exempt re- 


gardless of his physical presence in the 
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United States, provided he does not 
have a “permanent establishment” in 
the United States; gains of a resident of 
the United Kingdom are tax-exempt 
provided he is not engaged in business 
in the United States. 

The tax treaties with Denmark, Ire- 
land, and The Netherlands specify that 
capital gains of residents of these coun- 
tries not engaged in business in the 
United States are tax-exempt; however, 
the treaties were ratified by the United 
States with a reservation rejecting this 
provision. 

A number of tax treaties are being 
negotiated with various countries and 
others are waiting ratification; there- 
fore, visitors from countries not listed 
above should check if a tax treaty has 
been ratified with their country in the 
meantime. 
are rendered 
resident of the 
treaty country indicated; 


the services 


behalf of a 


1Provided 
for or on 


“The exemption applies even if the 
employer has a “permanent establish- 
ment” in the United States; 

3Provided the resident of the treaty 
country carries the actual burden of the 
remuneration; 
the 


4Provided re- 


ceived for services performed as an of- 


compensation is 


ficer or employee of a resident or cor- 
poration or other entity of the treaty 
country indicated; 

‘Provided the compensation is_ re- 
ceived for services performed as an em- 
ployee of, or under contract with, a 
resident, or corporation, or other entity 
of the treaty country indicated; 

6Excluding income from the exercise 
of a liberal profession which shall be 
taxable only in the country in which the 
professional activity is exercised; 

7The exemption shall not apply to 
the professional earnings of actors, ar- 
tists, musicians, and professional ath- 
letes; 

8Provided the remuneration is subject 


to tax in the treaty country indicated. 


New decisions 





Extension for Fulbright recipients pay- 
ing tax in foreign currency. Under the 
proposed Regulations, recipients of Ful- 
bright grants are permitted to use for- 
eign currency in payment of U.S. income 
tax. They are given extension of time to 
September 17, 1956 for filing 1955 re- 
turns and 1956 estimates. Technical In- 
formation Release No. 2. 
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NEW DEVELOPMENTS IN 


Payroll taxes 


EDITED BY PETER G. DIRR 





Federal law may prevent state privilege of 


successor employer to count previous wages 


NDER THE PROVISIONS of many state 

laws, a successor employer can in- 
clude wages paid by his predecessor for 
purposes of the $3,000 state taxable wage 
limitation. This means that for those 
employees of the predecessor who con- 
tinue in the employ of the successor, the 
successor need only pay state unemploy- 
ment contributions on a combination of 
predecessor-successor wages up to $3,000. 
To illustrate, suppose a successor em- 
ployer acquires a business having ten 
employees each of whom had been paid 
$1,500 up until the time of the acquisi- 
tion. Assume further that each employee 
receives an additional $3,000 in wages 
paid by the successor employer whose 
state contribution rate, let us say, is 
1.0%. Under most state laws the succes- 
sor employer need pay contributions on 
only $1,500 in wages paid to each em- 


ployee. His state unemployment contri- 
butions, applicable to the acquisition 
would be $150 computed as shown in 
Example I. 

This represents a 50% saving to the 
employer who takes advantage of the 
predecessor-successor provisions since his 
state contributions would otherwise be 
$300 ($30,000 @ 1.0%). 

The Federal unemployment law pro- 
vides for the imposition of a tax of 3.0% 
on wages up to $3,000 paid to each em- 
ployee. Against this 3.0% tax an em- 
ployer can take credit of up to 90% of 
the Federal tax for contributions paid 
to states. The 90% credit is made up of 
not only cash contributions paid to the 
states, but it also includes the additional 
credit arising by reason of the fact that 
an employer has earned a rate less than 
the statutory 2.7%. See Example II. 


EXAMPLE I 


Total wages paid by successor to 10 employees 


Less wages in excess of $3,000: 


Total paid each employee by predecessor 


Total paid each employee by successor 


Total paid each employee for year 


Wages in excess of $3,000 for each employee 


Total excess for 10 employees 
Taxable wages 


Contributions @ 1.0% 





EXAMPLE II 


Federal tax ($15,000 @ 3.0%) 
Less credit of 90% of 3.0% or 2.7%: 


Contributions paid to state ($15,000 @ 1.0%) 


Additional credit ($15,000 @ 1.7%) 
Total credit against Federal tax 


Balance of Federal tax payable 





$30,000 
$1,500 
3,000 
15,000 
$15,000 
$450 
$150 
255 
wer 405 
$ 45 


The above Federal tax computation is 
applicable under normal circumstances 
to the successor employer above men- 
tioned in this article. He would be con- 
sidered as a successor employer for pur- 
poses of the Federal unemployment tax 
and could therefore include predecessor 
wages in arriving at the $3,000 Federal 
taxable wage limitation. 


Implication 
Predecessor wages under the Federal 
law cannot be included by the successor 
for purposes of the $3,000 Federal un- 
employment taxable wage limitation 
unless both the predecessor and_ suc- 
cessor are employers as defined in the 
Federal Act. The predecessor will not be 
considered as having been an employer 
unless he gave employment to the re- 
quired number of individuals for 20 
weeks during the year in which the 
business is transferred to the successor. 
Thus the employer although considered 
a successor for state purposes must start 
from scratch for Federal purposes and 
pay the Federal tax on the first $3,000 of 
successor wages. The Federal tax would 
then be computed as follows: 
Federal tax ($30,000 @ 3.0%) 
Less credit for contributions paid 
to state ($15,000 @ 1.0%) 
Additional credit ($15,000 @ 


1.7%) 


$900 


$150 


aie 
25: 


Total credit against Federa L 
tax ‘2 405 
$495 


Since he was not considered a successor 
employer for Federal 
purposes, the employer bears not only 
the original $45 in Federal tax but also 
$450, a full 3.0% of the predecessor 
wages which he had included for pur- 
poses of the state tax computation. This, 
of course, is in addition to the $150 paid 
in state contributions. It seems he would 
have fared better had he started from 
scratch for both state and Federal pur- 
poses as follows: 


Balance of Federal tax payable 





unemployment 


Federal tax ($30,000 @ 3.0%) . $900 
Less credit for contribution paid 
to state ($30,000 @ 1.0%) .... $300 
Additional credit ($30,000 @ 
1.7%) . ‘dies Mepis 510 
Total credit against Federal tax 810 
Balance of Federal tax payable $ 90 


Thus under this last example the 
expense for the year to the successor em- 
ployer applicable to the acquisition is 
$390 ($300—State, $90—Federal) , where- 
as it might have been $645 ($150—State, 
$495—Federal) . 

Before it is decided that 


for state 
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ate 


purposes the wages of the predecessor 
will be counted in arriving at the $3,000 
state taxable wage limitation, the entire 
situation should be analyzed in order to 
ascertain if the predecessor gave 20 


The amount 
saved in state contributions may very 
well be more than offset by the addi- 
tional expense involved in connection 
with the Federal contributions. w 


weeks of employment. 


Colorado embarrassment of riches typifies 


variations in old-age-assistance burden 


yp New York Commission on the 
Fiscal Affairs of State Government 
has found that despite federal controls 
which were intended to insure uniform 
results there is grave doubt that the 
various states are expending Federal 
funds on a uniform and equitable basis. 
The Empire State Chamber of Com- 
merce Says: 

“Disproportionately high rates of wel- 
fare recipients in 1953 were found in 
those states which spent comparatively 
little for welfare investigation and which 
had faulty lien and recovery laws and 
ineffective measures for enforcing the 
responsibility of relatives of indigents. 
‘The of this 

599 old age recipients per thou- 


seriousness is shown 
by 
sand population over age sixty-five in 
politically pension-minded Louisiana, 
and only 77 such recipients per thousand 
population over age sixty-five in New 
York State. Corresponding old age reci- 
pient rates were 450 in Oklahoma, 391 
in Georgia, and 385 in Colorado. 
“What the Commission discovered was 
that other states were evidently making 
political hay for themselves by open- 
handed use of Federal funds, while New 
York was trying to go by the rule book.” 
Now we note Business Week reports 
that the Colorado Legislature has been 
asked by Governor Ed C. Johnson to 
submit amendment the voters 
which would put a top limit on the 
old age This 


an to 


state article 


pensions. 
states: 

“Colorado now pays its needy oldsters 
the highest old-age assistance in the na- 
tion — $115 a month to a single person 
without other means, $230 to a couple. 
Of this, an average of $35 per person 
has been coming from the federal gov- 
ernment, its to the 
state’s outlay. It is this $35 that is the 
crux of the trouble. Washington has said 
flatly that it will cut it off unless the 
state changes its assistance plan. 

“The stand of the Social Security Ad- 
ministration is that Colorado’s payments 
are based not on the need of individuals 


as contribution 


— as required by the federal law — but 
on the amount of revenue coming into 
its pension fund. Colorado law requires 
that the pension kitty pay out all it 
takes in. And what it has taken in — 
from climbing liquor and sales tax rev- 
enues — these last few years has been 
considerable. The upshot has been ris- 
ing pensions — and an embarrassment 
of riches — that Johnson now wants to 


put an end to.” ve 


N.Y. holds payments during 
vacation period are pay; 


benefits not due 
XLICY ON payment of unemployment 
benefits applicable to a vacation pe- 
riod in New York State have been clari- 
fied since our report last month on the 
last month’s issue we set 
out the very liberal interpretation which 


situation. In 


had been announced by the New York 
Division of Employment insofar as va- 
cation payments are concerned. Follow- 
ing this announcement there were nu- 
merous conflicting interpretations as a 
result of which meetings were held, at- 
tended by representatives of the Divi- 
sions of Management and Labor. 

On June 11, Dr. Isador Lubin, New 
York State Industrial 
issued a clarifying statement which re- 


Commissioner, 


moved any misunderstanding with re- 
spect to the rules regarding the payn:ent 
of benefits to those collecting vacation 
pay. 

Pointing out that the Department of 
Labor policy which he adopted in June 
1955 on unanimous recommendation of 
the management, labor and public mem- 
bers of the State Advisory Council on 
Employment and Unemployment Insur- 
ance is still the basic determinant of 
whether a worker is entitled to unem- 
ployment insurance during a vacation 
period, Dr. Lubin said the examination 
showed that there are two types of con- 
tract which provide for vacation allow- 
ances as a fixed right: (1) those that 
provide only for the payment and have 
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no provisions at all for a vacation pe- 
riod; and (2) those which provide not 
only for vacation allowance but also for 
vacation period. 

Study of the contracts and conferences 
with management and labor concerning 
the intent of their contracts have led to 
the conclusion, in conformity with the 
Departmental policy, that under the 
second type of contract the allowance is 
in fact pay for the vacation period. 


How West Virginia does it 


It is interesting to note how the mat- 
ter of vacation pay is handled in an- 
other state. Recently litigation in the 
State of West Virginia resulted in a find- 
ing that totally unemployed individuals 
who receive vacation pay are ineligible 
to receive unemployment compensation 
benefits for the vacation period to which 
the vacation pay applies regardless of 
the date on which the vacation payment 
is made to the individual. In this con- 
nection the West Virginia Department 
of Employment Security issued a regula- 
tion defining the term “vacation period” 
under various conditions and setting 
forth a method for employers to report 
to the Department vacation payments 
made to separated employees. Referring 
to the form required of employers, a re- 
lease from the Department of Employ- 
ment Security states in part as follows: 

“It will noted that instructions 
differ with respect to employers whose 
employees are granted a fixed vacation 
period which is set in advance and with 
respect to employers whose vacation 
periods are not fixed in advance but are 
subject to negotiation or to the decision 
of the employer each year. A prime ex- 
ample of an industry with a fixed vaca- 
tion period arrangement is the coal in- 
dustry. In the coal industry and in other 
industries where a fixed vacation period 
is the rule the Employer Report of Vaca- 
tion Pay must be submitted to the De- 
partment at least two weeks prior to the 
fixed vacation period. In all cases where 
no fixed vacation period is established 
the report is to be submitted at the time 
a vacation payment is paid to the work- 
er. 

“It will not be necessary for any em- 
ployer to report under Regulation IX-A 
on any employee who is still employed 
at the time he is granted his vacation or 
is still employed at the time the estab- 
lishment where he works is closed for 
vacation purposes. Such an individual is 
not separated from employment and is 
not totally unemployed.” tr 
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"TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


oF INTEREST TO TAX PRACTIONERS 





How to dispose of life insurance to avoid 


reversionary interest, hence taxing in estate 


by DAVID F. HOXIE 


Many smart tax men caution that the law may soon be changed to tax proceeds of 


life insurance when decedent paid premiums. Reason: it’s just too good to be true. 


In the scramble to take advantage of this short-lived(?) opportunity, how do you 


avoid reversionary interests and incidents of ownership? Two contrary interpreta- 


tions of the law are explained here. 


ECTION 811 (g) of the 1939 Code pro- 
S vided that the proceeds of life in- 
surance receivable by beneficiaries other 
than the decedent's executor should be 
taxed as part of his estate if he paid the 
premiums on the insurance directly or 
indirectly or if at the time of death, the 
insured possessed incidents of ownership 
in the policy. 

The 1954 Code (Section 2042) elim- 
inates completely the direct or indirect 
When 
information first became public, most 


payment-of-premiums test. this 
life underwriters immediately envisioned 
a sort of Utopian situation in which the 
proceeds of life insurance would never 
more be taxed in the estate of a de- 
cedent for federal estate-tax purposes. 
Some serious-minded individuals issued 
warnings that when that happy condi- 
tion was achieved, the federal govern- 
ment would undoubtedly change the 
rules of the game again imposing some 
sort of tax on the proceeds of life in- 
surance maturing by reason of the death 
of the insured. 

However, the general reaction to these 
warnings was that people who disposed 
insurance 


of their prior to a further 


change in the law would undoubtedly 
profit from having done so, just as was 
the case of people who disposed of their 
insurance before January 10, 1941, when 
test 
brought into the law by departmental 


the payment-of-premiums was 
regulation. 
Trouble arose when people began 


asking “How do we dispose of our life 
insurance so as to take advantage of the 
change in the statute?” Section 2042 pro- 
vides that insurance proceeds receivable 
by beneficiaries other than the estate 
shall be taxable as a part of the insured’s 
estate if the insured possessed at his 
death any incident of ownership in the 
policy. The statute then continues: 
“The term ‘incident of ownership’ in- 
cludes a reversionary interest (whether 
arising by the express terms of the policy 
or other instrument or by operation of 
law) only if the value of such reversion- 
ary interest exceeded 5% of the value 
of the policy immediately before 
death of the decedent. As used in 


the 
this 
paragraph, the term ‘reversionary in- 
terest’ includes a_ possibility that the 
policy, or the proceeds of the policy, 
may return to the decedent or his estate, 
or may be subject to a power of dis- 
position by him.” 

In view of those provisions, if an in- 
sured who owns a policy of insurance on 
his life payable to his executors or ad- 
ministrators executes an absolute assign- 
ment of the policy to his wife, has he 
successfully eliminated the proceeds of 
that policy from his estate? Presumably, 
the assignment would transfer to his 
wife all he had in the 
contract as Owner and as _ beneficiary, 


interest which 


leaving her sole owner of the policy. 
Now, let us also assume that the in- 

that at the time 

of his death he and his wife are living 


sured husband dies, 


together, that husband and wife are 
approximately the same age, and that 
his wife had no will in existence, so that 
he would inherit the policy. Does the 
possibility immediately 
the death (that he 
might inherit an interest in the policy 
of the proceeds thereof from his wife in 


which existed 


before insured’s 


the event that she should predecease 
him) constitute a reversionary interest 
under the language quoted, which if 
worth more than 5% would give the in- 
sured an incident of ownership in the 
policy making the proceeds thereof tax- 
able in his estate, notwithstanding the 
transfer? 


Some think it would 


One school of thought believes firmly 
that the language in question would 
produce that result in the situation 
described. I believe that one insurance 
company has even produced some rather 
elaborate mortality tables which indi- 
cate when the reversionary interest re- 
sulting from such possibility of inherit- 
ance will, and when it will not, equal 
5%, of the value of the particular prop- 
erty in question. 

In reaching its conclusion, this school 
places great emphasis on the fact that 
Section 2037 of the 1954 Code, which 
deals with dispositions of property gen- 
erally and which contains language very 
closely comparable to that quoted from 
Section 2042, contains a final sentence 
which does not appear in Section 2042 
which reads as follows: 

“Notwithstanding the foregoing, an 
interest so transferred shall not be in- 
cluded in the 


under this section if possession or en- 


decedent's gross estate 
joyment of the property could have been 
obtained by any beneficiary during the 
decedent's life through the exercise of a 
general power of appointment (as de- 
fined in Section 2041) which in fact was 
exercisable immediately before 
cedent’s death.” 


the de- 


that 
admittedly the ownership of the policy 


The argument, of course, is 
by the wife in the case I have put im- 
mediately before the insured’s death gave 
her in effect a general power of appoint- 
ment over the policy. She could sell it, 
surrender it for its cash value, or dispose 
of it in other ways. 

However, the difference in wording 
in the two sections indicates a disposi- 
tion on the part of Congress to tax life 
insurance in the estate of a deceased in- 
sured in the situation now under con- 


sideration even though other types of 
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property transferred by the individual 
under similar circumstances would not 
be taxed in his estate under the pro- 


visions of Section 2037. 


One suggested solution 


Members of this school of thought 
generally suggest the problem be solved 
by getting the insurance company to 
make an amendment of the gift policy 
setting up a long line of owners and a 
long line of matching beneficiaries gen- 
erally terminating with some charitable 
institution. The desirability of such an 
arrangement will, of course, vary greatly 
from case to case. Two possible hazards 
should be considered. 

First, the long string of owners and 
beneficiaries may change any gifts in- 
gifts of 
future interests, with consequent gift-tax 
death of the 
primary owner and beneficiary might 


volved in the transfer into 


disadvantages. Second, 
vest ownership of the policy in minors 
incapable of dealing with the policy 
during the period of their minority, or 
might even vest ownership of the policy 
in some charity whom the insured never 
intended as a recipient of the policy 
but inserted in the chain of owners and 
beneficiaries only in order to produce a 
desired tax result. 


Trust solution proposed 


Members of that school also on oc- 
casion suggest that the gift of a policy 
be made to a trust under which the 
trustee is required to hold the policy 
and its proceeds for the benefit of the 
objects of the insured’s bounty. 

I much prefer this suggestion to the 
previous one. A well-drawn trust could 
in many cases eliminate most of the ob- 
jections which I made to a chain of 
owners and beneficiaries. The gift of a 
interest would un- 


future problem 


doubtedly remain in all cases. 


Is there a real danger? 


I am not a member of that school and 
am unable to persuade myself that they 
have properly construed the law. While 
I recognize a slight possibility that the 
Revenue 
they are promulgated, 


Regulations of the Internal 


Service, when 
will be in accord with the thinking of 
that school, I cannot believe that the 
courts, when the issue reaches them, will 
uphold the Service in any such construc- 
tion of the statute. 

Chere are two reasons for my opinion. 
First, I do not believe that a possibility 
of inheriting a policy from an individual 


can, within the meaning of the statute 
in question, be regarded as a reversion- 
ary interest in the policy owned by that 
person. Second, even if it can be so re- 
garded, the owner of the policy imme- 
diately before the insured’s death 
possessed a general power of appoint- 
ment over the policy which (regardless 
of the ages of the parties involved) 
would render the value of the reversion- 
ary interest zero. 

In amplification of the first point, it 
should be observed that the fact that a 
husband will be entitled to inherit, say, 
his wife’s 


a 4 interest in 


which 


property, 
(as is the law in many states) 
his wife cannot take away from him by 
execution of a will designating other 
legatees, does not mean that the hus- 
band has a reversionary interest in 14 
of each piece of property owned by his 
wife. 


Particular state laws 


On his wife’s death, an executor or 
administrator of her estate will be ap- 
pointed who will dispose of as many of 
her assets as may be necessary to raise 
the funds with which to pay debts, 
expenses of administration, taxes levied 
against the estate, etc. When the time 
for distribution of the estate arrives, the 
executor may liquidate the balance of 
the estate and make distribution in cash. 
Even if he did make distribution in 
kind, it is unlikely that he would tran- 
fer 14 of each asset remaining in the 
estate of the husband and % to the 
other distributees. The more usual pro- 
cedure would be to place valuations on 
each piece of property remaining in the 
estate and then distribute to each 
legatee items of property with values 
totalling the amount of that legatee’s 
interest in the estate. 

There probably are statutes in specific 
states which will give rise in particular 
situations to reversionary interest prob- 
lems. For example, a statute in one of 
the southern states provides that when 
an individual gives property to a minor 
and the minor dies before attaining his 
majority and without having disposed 
of the property, the property so donated 
shall revert to the donor. Such a statute, 
it seems, does create a true reversionary 
interest by operation of law. Even with 
respect to it, the question as to its value 
in view of the donee’s power of dispos- 
ing of the property at any moment even 
during his minority would of course re- 
main. 

With regard to the second point, it is 
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obvious that if an insured gives com- 
plete ownership of a policy on his life 
to his wife, she can, whenever she de- 
sires, surrender it for its cash value (if 
the policy makes provision for such 
right), or sell it to some third person, 
or give it away. In other words, her 
power of control over that policy by 
virtue of her ownership of it gives her 
something in the nature of a general 
power of appointment over the policy. 
In view of that power, which the donee 
of the policy might exercise at any time, 
how much would you be willing to pay, 
both for the 
sibility that the insured might inherit 


when were living, pos- 
the policy from his wife? The only 
sensible answer to that question is: 


Nothing. 


Intent of Congress 

The difference in wording between 
Sections 2037 and 2042 previously re- 
ferred to should not be regarded as 
significant in this connection. Both the 
Senate and House committees, in dis- 
cussing Section 2042, indicated that the 
reversionary interest language was in- 
corporated into the section in order to 
make the rule applicable to other prop- 
erty also applicable to life insurance. 

If they put in language to put life 
insurance on the same basis as other 
property, it becomes impossible to argue 
that the differences in wording between 
the two sections must indicate an inten- 
tion on the part of Congress to have life 
insurance stand on a basis different from 
that of other property. 


Conclusion 


Certainly it would be absurd to sug- 
gest that an individual who gave com- 
plete ownership of securities to his wife 
and died after surviving the three-year 
should 
have those securities taxed in his estate 


contemplation-of-death period 
on the theory that, notwithstanding the 
transfer, he still possessed a reversionary 
interest in them. If Congress meant what 
it said with reference to putting life 
insurance on the same basis with other 
property, how can such an argument be 
made when the subject of the gift is life 
insurance? ’ 


[David L. Hoxie is associate counsel of 
the National Life Insurance Company, 
Montpelier, This 
drawn from a paper written for a meet- 
ing of the Eastern Maine Life Under- 
writers Penobscot 


Vermont. article is 


Association and 


County Bar Association.]} 
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Reasons why independent trustee should be 


used to gain tax certainty with 10-year trust 


Me“ H. Rosinson (attorney in 
Lowell, Mass.) raises the question 
of whether an independent trustee is 
really necessary to insure favorable tax 
treatment in a trust. His 
thinking flows from a discussion here (4 
JTAX 222) by Samuel J. Foosaner which 
outlined the tax advantages of the 10- 
year trust, but which advised the use of 
an independent trustee. Mr. Robinson's 
point is made with respect to these 


short-term 


words of Mr. Foosaner: 

“Through the ten-year trust a taxpay- 
er can shift income from high surtax 
3 eee 
trust, aS a separate taxable entity, can 
take advantage of a $300 annual exemp- 
tion where the fiduciary is required to 


brackets to much lower rates . 


distribute the income currently. Income 
thus distributed to the beneficiary will 
usually be in a much lower bracket. . . . 

“The grantor can do all of the above 
and still recapture the property trans- 
ferred in trust at the end of the ten-year 
term. But at this point a word of cau- 
tion to the taxpayers is needed. Very ser- 
ious consideration should be given to 
appointing a qualified fiduciary institu- 
tion as trustee, or at least co-trustee, be- 
cause of the way the new law reads. If 
the 
to the grantor, the whole proposed in- 
come-tax-saving trust may fail. If the 


trustee or trustees are subservient 


trustee is a ‘non-adverse’ party, or a 
‘related or subordinate party,’ the at- 
tempt of the grantor to shift the income 
may be challenged. Under Section 672(c) 
it is specifically stated: ‘For purposes of 
this subpart, the term “related or subor- 
dinated party” means any non-adverse 
party who is — 1. The grantor’s spouse 
if living with the grantor; 2. Any one 
of the following: The grantor’s father, 
mother, issue, brother, or sister; an em- 
ployee of the grantor; a corporation or 
any employee of a corporation in which 
the stock holdings of the grantor and 
the trust are significant from the view- 
point of voting control; a subordinate 
employee of a corporation in which the 
grantor is an executive. For purposes of 
Sections 674 and 675, a related or sub- 
ordinate party shall be presumed to be 
subservient to the grantor in respect of 
the exercise or non-exercise of the pow- 
ers conferred on him unless such party 
is shown not to be subservient by a pre- 
ponderance of the evidence.’ ” 


Mr. Robinson raises this point about 
Mr. Foosaner’s caution: 

“It seems to-me that if the trustee is 
required to distribute the income cur- 
rently (therefore he can take a $300 
annual exemption) the trust is not a 
sprinkling trust. That being so, there is 
no necessity to appoint an independent 
trustee. A ‘related or subordinate party’ 
or even the settlor himself could be a 
trustee without any adverse income-tax 
consequences to the settlor. It is my 
opinion that adverse income-tax conse- 
quences to the settlor will arise only 
where the settlor creates a sprinkling 
trust and either appoints himself as 
trustee or appoints trustees more than 
half of whom are related or subordinate 
parties who are subservient to the wishes 
of the settlor as defined in Section 672(c) 
of the 1954 Code.” 

To which Mr. Foosaner replies: 

“Your view, as I understand it, is that 
the existence of a requirement in the 
trust indenture that all income be dis- 
tributed removes the necessity for ap- 
pointing an independent trustee. 

“A response to your question requires 
an examination of the pertinent section 
of the 1954 Internal Revenue Code. Sec- 
tion 674 provides: “The grantor shall be 
treated as the owner of any portion of 
a trust in respect of which the beneficial 
enjoyment of the corpus or the income 
therefrom is subject to a power of dis- 
position exercisable by the grantor or a 
non-adverse party or both, without the 
approval or consent of any adverse 
party.’ 

“There follows in subparagraph (b) of 


this section certain exceptions to the 
general rule stated above. None of these 
exceptions describe the situation where- 
in the grantor-trustee, or a trustee sub- 
servient or subordinate to the grantor, 
has the power to apportion income 
among any number of beneficiaries exer- 
cising therein the sole right to determine 
which beneficiary shall receive a distri- 
bution at a given time. 

“Let us consider a trust entitled to a 
$300 exemption under Section 642(b) 
because all income must be distributed 
currently under the terms of the trust 
instrument. The instrument may pro- 
vide that, although all income must be 
distributed currently, the trustee may 
exercise his discretion as to who may be 
the beneficiaries or the members of a 
class of beneficiaries. This being the 
case, a grantor-trustee would possess a 
power of disposition over trust income 
which is not exempt from the general 
rule of Section 674 of the Code. Under 
these circumstances, although the trust 
is not a true sprinkling trust, an inde- 
pendent trustee should be employed. 

“A further need for an independent 
trustee arises if trust income will be dis- 
tributed in support of beneficiaries de- 
pendent upon the grantor. Section 677 
(b) provides that to the extent income 
is applied in support of a person whom 
the grantor is obligated to support, 
where the grantor may exercise his dis- 
cretion, either as a trustee or as a Co- 
trustee, the income represented by such 
a distribution will be taxable to him. 

“Although Section 674 helps to clarify 
the situation wherein a grantor is also 
the trustee of there remain 
situations which make it important that 
an independent trustee be used if ad- 
verse tax consequences are to be avoid- 
ed.” w 


his trust, 





New estate & gift decisions this month 


Limit on credit for state estate taxes. 
The allowance of a credit against the 
federal estate tax for a state estate or 
inheritance tax is limited to the pro- 
portion of the full federal credit allow- 
able to the estate which is attributable 
to that part of the gross estate situated in 
the state. Rev. Rul. 56-230. 


Annual exclusion allowed; minor, 
through guardian, could demand corpus. 
Taxpayer created trusts with income 


payable to his minor children. The 
trusts were to terminate on the death of 
the beneficiary, his reaching age 21, or 
upon his demanding payment of the 
corpus through his guardian. The court 





Case notes on estate and gift taxa- 
tion in this issue were prepared by 
Theodore Berger, a member of the 
New York bar, who is associated 
with Moses & Singer, New York. 
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holds the minor’s control of both in- 
come and corpus is complete and with- 
out legal restriction, qualifying for the 
$3,000 exclusion as a present interest; 
the Seventh Circuit’s decision in Kieck- 
hefer is followed. Welles, DC IIl., 4/ 


26/56. 


interests in trust 
valued despite power of invasion. Tax- 
payer created a trust with income to 
his wife and remainder to others. The 
trustee was given power to invade prin- 
cipal for the benefit of the wife, with 
due regard to her other sources of funds. 
The Commissioner argued that no exclu- 


Exclusions allowed; 


sions were allowable because the amount 
of gift to the various parties could not 
be determined. Considering the wife’s 
living habits, her own property, and her 
husband’s earning capacity, the court 
was able to find a reasonable standard 
for valuing this power of invasion. Since 
a value could be fixed for the gift to the 
wife of the current income plus the 
possibility of invasion of principal in 
her favor, this gift was entitled to the 
$3,000 annual exclusion. The remainder 
interests to third persons thus could also 
be valued, and splitting of the gifts, be- 
tween husband and wife, was permis- 
sible. Robertson, 26 TC No. 29. 


Deficiency notice to executor proper 
though he is not liable. The executor 
had filed a request for prompt deter- 
mination of the estate tax. This request 
relieves the executor from 
after the statutory 
period, but nevertheless he is the proper 
person to receive a deficiency notice and 
a notice sent to him is valid. 
Estate, 26 TC No. 27. 


personal 


liability one-year 


Tarver 


Pre-1954 trust is taxable; reversion not 
shown to be under 5%. Decedent had 
before 1949 created a trust for the bene- 
fii of his daughter with remainder to 
her issue. To equalize gifts to all 
children he provided that the remainder 
would revert to his estate if his estate 
was not in excess of a certain amount, 
and also if the daughter had no issue. 
secause the estate had failed to prove 
that the value of this reversion was less 
than 5%, the trust corpus is includible 
transfer in- 
tended to take effect at death. 
Decedent had created a trust of certain 


in decedent’s estate as a 


apartment buildings, providing for a 
fixed annual payment to his wife with 
the balance of income to himself for 
life. The corpus of this trust, less the 


value of the wife’s life interest, is in- 
cludible in his gross estate as a transfer 
with income retained. The court found 
the value of the apartment buildings 
constituting the corpus by considering 
expert testimony, the effect of rent con- 
trols, etc. Tarver Estate, 26 TC No. 27. 


No marital deduction for trust wife 
could invade for herself or children. 
The wife had the right to demand por- 
tions of the corpus of a trust under de- 
cedent’s will “for her use and/or for 
the use or benefit of our children as she 
deems advisable.” This was not an un- 
limited right to invade equivalent to a 
power of appointment, and therefore 
the trust could not qualify for the mari- 
tal deduction. In reaching this conclu- 
sion the court weighed the manifest in- 
tent of the decedent to provide for his 
children from the corpus of this trust. 
Tarver Estate, 26 TC No. 27. 


Face value of pledged policy qualifies 
for marital deduction. [Acquiescence] 
Decedent at time of death owned a $10,- 
000 life insurance policy, payable to his 
wife, which had been pledged as secur- 
ity for his debt. The full proceeds of 
the policy, and not merely the unen- 
cumbered balance, qualified for the mari- 
tal deduction. The policy, pledged as 
collateral security, was not the primary 
source from which the debt was to be 
repaid. Gwinn Estate, 25 TC 31, acq. 
IRB 1956-21. 


Right to amend trust is incident of 
ownership in its policies. Decedent's 
wife took out a $100,000 insurance pol- 
icy on his life, which she later trans- 
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ferred to a trust of which she was 
beneficiary. Decedent had contributed 
property to the trust and the income 
from this property was sufficient to pay 
the premiums. The trust could be modi- 
fied, amended, or revoked at any time 
by the wife with the consent of de- 
cedent and their daughter. The court 
finds the necessity for his consent was 
a sufficient incident of ownership in 
the policy to justify including the en- 
tire amount in his gross estate. Karag- 
heusian Estate, CA-2, 5/7/56. 


Power of appointment found to be 
limited, not general; exercise doesn’t 
put it in holder’s estate. Under a trust 
created by their aunt, decedents each 
had a power to appoint their share of 
the trust in of their issue or 
surviving spouse. This power, which was 
exercised, was admittedly not a general 
power of appointment, standing by it- 
self, so as to require upon exercise the 
inclusion of the trust share in decedent’s 


favor 


gross estate. However, the aunt’s trust 
further provided that if this limited 
power were not exercised the share 
would pass as provided in decedent's 
will. The Commissioner contended that 
this made the power a general one and 
included the trust share in the gross 
estate. The court did not agree, pointing 
out that the decedents still did not pos- 
sess rights equivalent to the statutory 
definition of a general power and more- 
over it was not exercised. 

The court included in the gross estate 
an overpayment of income tax by the 
decedent, even though it was used by 
the surviving spouse. Chisholm Estate, 
Brown Estate, 26 TC No. 30 


New trusts & estates decisions 





Income beneficiary taxable on share of 
mortgage salvage operation upon sale, 
not actual distribution. [Acquiescence] 
In 1944 the trustee sold trust property 
which had been acquired on foreclosure, 
sustaining a loss on the sales. Under the 
New York law he allocated part of the 
proceeds (cash and mortgage) to the de- 
cedent, the income beneficiary, distribut- 
ing the cash but retaining the bonds and 
mortgages until the trust terminated in 
1945 and the accounts were approved by 
the Surrogate. The court holds that tax- 
payer is taxable in the year of allocation 
of the bonds and mortgages, finding such 
proceeds then distributable despite the 
failure of the trustee to distribute them. 


[1954 Code Section 652(a) provides that 
the character of the amounts distrib- 
utable shall be the same in the hands of 
the beneficiary as in the hands of the 
trustee. Presumably, therefore, proceeds 
of sale would not be income, as here. 
Ed.| [The Commissioner has acquiesced 
in the Tax Court decision. Ed.] Dula 
Estate (Polt, Exec.), CA-2, 5/25/56. 


Basis of trust property reduced by pre- 
1925 depreciation forbidden by then 
Regulations. The trustees in 1948 sold 
a hotel held by the trust since 1915. 
The Commissioner claimed that the basis 
of the property should have been re- 
duced by the amount of depreciation al- 
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lowable for 1915 to 1925, although the 
trustees had not deducted it. The tax 
Regulations in that period expressly for- 
bade it, though the law allowed trusts 
all deductions allowed to individuals. 
The court decides that the basis should 
be reduced, holding, on the rationale 
of prior decisions, that the revenue acts 
allowed a depreciation deduction for the 
period in question, and that Treasury 
Regulations are subordinate to the stat- 
ute. Samson, DC NY, 5/18/56. 


Divorced husband an adverse party. 
Taxpayer had created a trust for herself 
and her husband. They were later di- 
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vorced, but the income was distributed 
by the trustee equally to both bene- 
ficiaries. The trustee nevertheless re- 
ported all income taxable to the wife. 
[It may be inferred from the facts, 
though it is not stated clearly, that the 
wife, with the consent of the husband, 
could Such a power 
shared with a non-adverse party would 
make the wife taxable. Ed.] The court 
holds that the divorce created a substan- 
tial interest in the trust adverse to tax- 
payer, who had no control over the 


invade corpus. 


trust, and that she is not taxable on the 
amount distributed to her former hus- 
band. Lanctot, DC Ariz., 8/18/54. 


CURRENT DECISIONS AFFECTING EXCISE TAXES 


Special accommodation charge included 
in admission. Where a person pays 50« 
for a reserved seat or similar accommo- 
dation in addition to a charge of 50c for 
general admission, the total paid, or one 
dollar, is subject to the admissions tax. 
Rev. Rul. 56-111. 


Downtown Club of Dallas taxable on 
dues; purely social. Pointing out that the 
club had no purpose other than enter- 
tainment and social intercourse of mem- 
bers, the court holds it is a social club 
and taxable on dues and initiation fees. 
Downtown Club of Dallas, DC 
2/1/56. 


Texas, 


Tax on wagering pool in connection 
with golf tournament. Taxes on wager- 
ing apply to the operation of a “Cal 
cutta” or similar wagering pool by a 
hotel corporation in connection with a 
golf tournament which it sponsors. A 
portion of the receipts from the pool 
are retained by the hotel for use in 
promoting the next year’s tournament. 
This retention is profit and makes the 
operation taxable. Moreover, the adver- 
tising and other indirect benefits to the 
hotel are also profit. Rev. Rul. 56-72. 

Six-year statute on suit for excise tax on 
warranty-fulfillment cost. Taxpayer filed 
claim for refund of excise taxes on the 
amount it paid in fulfilling its war- 
ranties, in accordance with the General 
Motors case, 128 Ct. Cls. 456, cert. den. 
348 U.S. 842. It filed suit five days after 
making the claim. The Commissioner 
contended that suit could be brought 
only after rejection of the claim or the 
expiration of six months. The court 
holds that this rule does not apply to 
these taxes since they were not errone- 
ously or illegally assessed or collected. 


They were correctly assessed and col- 
lected on the full sales price, but sub- 
sequently became refundable when the 
incurred warranty-fulfillment 
costs. Since the Internal Revenue Code 


C ompany 


provides no statute of limitations for 
filing a claim under these circumstances, 
the general six-year statute under 28 
U.S.C. Section 2501 governs. However, 
the Commissioner should first be given 
an opportunity to act on the claim. 
Westinghouse Electric Co., Ct. Cls., 
5/1/56. 

No admissions tax on parking charge 
credited against admission. A parking- 
lot charge which may be credited 
against the purchase price of a theatre 
ticket reduces the price on which the 
admissions tax is based. Rev. Rul. 56-38. 


No admissions tax on playoff champion- 
ship games. A playoff game between 
educational institutions to settle a con- 
ference, state, or sectional champion- 
ship is an event “held during the regu- 
lar season” and is therefore exempt from 
the admissions tax. A postseason ath- 
letic “bowl” game, however, is not ex- 
empt. Rev. Rul. 56-40. 


No admission tax on charge not in ex- 
cess of 50 cents. The tax does not apply 
on an admission charge of exactly 50 
cents. If a state tax of less than an even 
cent is collected, the extra fractional 
part of a cent is not an admission 
charge. Consequently no federal tax is 
due. Rev. Rul. 56-39. 


No cabaret tax if patrons sing out spon- 
taneously! Spontaneous community sing- 
ing in a restaurant or tavern by itself 
does not constitute a “public perform- 
ance for profit” and will not subject 


the establishment to the cabaret tax. 
But where a master of ceremonies is 
employed to lead the group, or where 
song sheets are provided by the man- 
agement, the tax will apply. Rev. Rul. 
56-167. 


Tax on travel gift certificate due when 
used, not when purchased. Payment for 
transportation takes place when a travel 
gift certificate is used by the donee for 
the purchase of transportation, not 
when the gift certificate is purchased by 
the donor. Accordingly, the transporta- 
tion tax does not apply to the purchase 
of the gift certificate. Rev. Rul. 56-157. 


Long-term promissory notes not deben- 
tures or certificates of indebtedness. On 
February 1, 1949, the taxpayer borrowed 
$3,000,000 from the Mutual Life Insur- 
ance Company of New York and $1,000,- 
000 from the Pacific Mutual Life Insur- 
ance Company. The indebtedness to 
each company was evidenced by a 
“314% sinking fund promissory note due 
February 1, 1964.” The Commissioner 
contended that these instruments were 
subject to the documentary stamp tax 
because they should be considered as 
being either debentures or certificates 
of indebtedness. The court disagrees. 
Prior to 1924, a separate and lower 
stamp tax was imposed on promissory 
notes. This tax was repealed and has 
never been re-enacted. The fact that 
prior law made a distinction between 
debentures, certificates of indebtedness, 
and promissory notes is significant. The 
instruments in this case would have 
qualified as promissory notes under the 
repealed law. Historically, debentures 


and certificates of indebtedness have 
been considered to include only instru- 
ments representing marketable corpo- 
rate securities, and the Commissioner 
view for 


followed _ this many 


Furthermore, the Regulations which fol- 


years. 


lowed the repeal in 1924 of the tax on 
promissory notes did not purport to en- 
large the scope of the tax on bonds or 
debentures. The Treasury’s longstand- 
administrative in- 
both 


ing and consistent 
terpretation has expressed and 
implied Congressional acquiescence, is 
in accord with the generally understood 
meaning of the terms “debentures” and 
“certificates of indebtedness,” and, must, 
therefore, be allowed to stand despite 
the government’s recent efforts to ex- 
pand the terms to include promissory 


notes like the ones involved in this 
case. Leslie Salt Co., U.S. Sp. Ct. 3/5/56. 
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Sections 1301-3 improve averaging of 


back pay for income-tax pur poses 


, ee INEQUITABLE EFFECTS that our 
eraduated tax structure have on the 
of bunched 


receipt ee for 


services rendered over a long period of 
time are eliminated or ‘eae by Sec- 
tions 1301-1303 of the 1954 Code, which 
deal with spreading back the income 
over the period during which it was 
Section 1303 effects no substan- 
tive changes in the prior law, but Sec- 
tions 1301 and 1302, superseding 1939 
Code Sections 107(a) and 107(b), incor- 


earned. 


porate material improvements. George 
B. Wikoff explained the operation of 
these new provisions in 30 Tulane Law 
Review 496, in these words: 


Treatment of different kinds of receipts 

Sections 1301-1303 grant relief to per- 
sons receiving buuched compensation by 
making available to them a right to use 
an averaging scheme in cases in which 
the averaging procedure yields smaller 
taxes than reporting ihe compensation 
in the year of receipt requires. 

Chere is considerable difference in the 
way these various receipts are treated. 
[he spread-back of long-term compensa- 
tion under Section 1301, and of income 
from an invention or artistic work un- 
der Section 1302, is spread uniformly 
over the years during which the income 
was earned, but the optional averaging 
1303 allocate back 
pay to the specific years in which it was 


provisions of Section 


earned. 
1301, 
tion from an employment of 36 months 


Section concerning compensa- 
or more, generally applies to profession- 
al groups. Section 1302 applies expressly 


to income from inventions or artistic 


works; and the income from back-pay 
provisions of Section 1303 relate solely 
to salaried persons. In at least two re- 
spects — duration of the employment 


and extent of the bunching of income 


in the taxable year — Section 1303 con- 
liberal conditions for its 
application than Sections 1301 and 1302. 
Thus, the averaging of long-term com- 
pensation under Section 1301 is limited 
to employment that has lasted for 36 
months or more, 


tains more 


and the averaging of 
artistic 
work under Section 1302 applies to work 
performed during at least 24 months, 


income from an invention or 


whereas Section 1303 permits back pay 
to be spread back without establishing 
a minimum period of time to which the 
Again, Sections 1301 
and 1302 afford relief only to taxpayers 
of the total 
compensation in the taxable year, while 
Section 1303 merely requires that the 
back pay exceed 15% 


back pay relates. 


who receive at least 80% 


, of the taxpayer's 
gross income for the taxable year. 

In defining back pay, Section 1303(b) 
lists three classes of remuneration that 
are subject to the optional averaging 
procedure prescribed by Section 1303(a). 
The first 
like wages, salaries, and retirement pay 


class includes remuneration 
that has accumulated as a result of one 
of the following specified events: bank- 
ruptcy or receivership of the employer, 
a dispute 


concerning the employer’s 


liability for the remuneration, which is 
determined after court proceedings are 
commenced, a deficiency in appropriated 
funds of a governmental employer, and 
“similar in nature” to these 
The Treasury Regula- 


tions provide the very general standard 


any event 
specified events. 
that an event is similar in nature to 
these specified events only if it is un- 
if it is similar to the specified 
events, and if it defers payment of the 
remuneration until the taxable year. 
The includes retroactive 
wage or salary increases ordered or ap- 
proved by a state or federal agency, and 
the third class includes payments arising 


usual, 


second class 
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out of violations by an employer of 
state or federal labor standards and prac- 
tices. 


Wages litigated most often 

The bulk of back-pay litigation re- 
lates to remuneration that has accumu- 
lated as a result of the events specified 
1303(b)(1). Non-compliance 
with the requirement of Section 1303(b) 
(1) that the right to the remuneration 


in Section 


accrues during the spread-back period 
pursuant to an agreement or legal obli- 
gation existing at the time of rendition 
of the services has been the basis for 
denying that several transactions, like 
accumulated 
leave under a statute enacted subsequent 


lump-sum payment for 
to the spread-back period, and the addi- 
tional compensation awarded by a court 
in its discretion to reorganization trus- 
tees or co-executors, qualify as back pay. 
The second requirement for Section 
1303(b)(1) back pay — that the remun- 
eration be accumulated as a result of 
one of the specified events like bank- 
ruptcy or receivership of the employer 
— has caused considerable litigation con- 
cerning whether numerous transactions 
are similar in nature to the three inter- 
vening events that are expressly enumer- 
ated for this purpose in this subdivision 
of Section 1303. 
deplorable financial condition that 
would have justified the appointment of 
a receiver qualifies as an intervening 
event similar in nature to bankruptcy 
or receivership, but the accumulation of 
remuneration that results from the freez- 
ing of a solvent employer's financial re- 
assets is not 


sources in slow-moving 


similar in nature to an accumulation 
that results from bankruptcy or receiver- 
ship. Salary restrictions under a Recon- 
struction Finance Company loan agree- 
ment, although voluntarily accepted by 
the employer, and government restric- 
tions on patents that are the income- 
producing assets of an employer, are in- 
tervening events similar in nature to re- 
ceivership restrictions. The limitation in 
the second specified intervening event 
1303(b)(1) — that a dis- 
pute concerning the employer's liability 


under Section 


to pay the remuneration qualifies as an 
intervening event only if the dispute is 
settled after the commencement of court 
proceedings — is satisfied under the 
similar-in-nature provision if a lawyer 
is employed to take appropriate steps 
toward the collection of the remunera- 
tion claimed in a bona fide dispute with 


the employer and there is a resulting 
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compromise settlement before suit is 
commenced. The Treasury Department 
has ruled, without comparison to any of 
the expressly enumerated intervening 
that withheld under 
Law 662 from the taxable retire- 


events, 
Public 


ment pay, pensions, or compensation 


amounts 


paid to veterans receiving hospitalization 


or domiciliary care from the Veterans’ 
Adminsitration and subsequently paid in 
Public 662 


qualify as back pay under the similar-in- 


a lump sum _ under Law 
nature provision of Section 1303(b)(1). 

The provision of Section 1303(b)(2) 
concerning retroactive wage or salary in- 
creases ordered or approved by a state 
or federal agency, the second class of 
back pay, originally had its principal 
application to the wartime regulation of 
wages by federal agencies like the Na- 
Relations Board and the 
Unit of the Treas- 
federal courts are 


1303(b)(2), 


second class of back pay apparently in- 


tional Labor 


Salary 


ury. 


Stabilization 


Since state and 


agencies under Section the 
cludes retroactive wage or salary in- 
if the 
arbitration is a special court proceeding, 
or if 


creases awarded by arbitration 
a court judgment confirming the 
arbitration award can be obtained. The 
requirement of the first class of back pay 
that an agreement or legal obligation to 
pay the remuneration exist during the 
spread-back period is not a requisite of 
1303(b)(2) back but the 
courts have exhibited a tendency. to read 
this requisite of Section 1303(b)(1) back 
pay into Section 1303(b)(2) back pay. 
The third class of back pay, Section 
1303(b)(3), 


out of violations by an employer of 


Section pay, 


concerns payments arising 
state or federal labor standards and prac- 
tices prescribed in such state or federal 
Statutes as the Fair Labor Standards Act, 
the National Labor Relations Act, the 
Walsh-Healy Act, and the Davis-Bacon 
Act. Section 1303(b)(3) back pay may 
represent remuneration that would have 
been paid except for the intervention 
of the labor violation, or it may solely 
represent punitive compensation for the 
labor violation. 


How to deduct settlement costs 


Expenses attributable to the settle- 
ment for and collection of back pay are 
for 


deductible, the 


year in which they are incurred. How- 


tax purposes, in 
ever, since the taxpayer may elect to 
spread back all or, presumably, only a 
portion of the back pay, allocation of 
expense effects be achieved by 
spreading back only that portion of the 


can 
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back pay that exceeds the expenses. 

In determining whether the taxpayer 
complies with the requirement that his 
back pay must exceed 15% of his gross 
income in order for the spread-back pro- 
visions of Section 1303(a) to be applic- 
able, capital gains, without deduction of 
capital losses and without the 50% dim- 


inution for net long-term capital gains, 
must be included in gross income in 
full, because gross income, as used with- 
in the Section 1303(a) 15% limitation, 
refers to the broad definition of gross 
income contained in Section 61 of the 
1954 Code, formerly Section 22(a) of the 
1939 Code. w 


Tax-saving wrinkles with married daughters, 


support by bachelor, medical-travel expenses 


D° YOU HAVE a widowed client whose 
married daughter would like to go 
to college while her husband is away? 
A specialized situation perhaps, but it 
does exist, and can give rise to consider- 
able tax saving. In one such case, the 
mother died in 1953, and the daughter 
went to live with her father when her 
husband was called into the service the 
following year. By going to college when 
her husband is away, she qualified her 
father as a surviving spouse for 1954 and 
1955, thereby saving him much more in 
taxes than the amount of her support, 
including the cost of the education. 

The surviving-spouse provision was 
just one of the helpful points brought 
out by Bradley Turner (Louisville CPA 
with Humphrey Robinson & Co.) at 
the States Accountants 
ference last year. 


Southern Con- 

Among the others: 

Another question has been raised by 
a sentence which appears in the Senate 
report covering 
After stating that 
transportation expenses to Florida would 
be deductible if prescribed by a physi- 
cian in order to alleviate specific chronic 
etc., the “How- 
ever, if a doctor prescribed an appen- 


Finance Committee 


medical expenses. 


ailments, report says, 
dectomy and the taxpayer chose to go 
to Florida for the operation, not even 
his transportation costs would be de- 
ductible.” Does this mean that the tax- 
payer is not entitled to deduct trans- 
portation costs where he chooses to go 
to some widely-renowned clinic, hospital, 
or doctor for his medical treatment 
rather than to rely on the local doctor? 
Says Mr. Turner, “I do not believe that 
this is true, or was intended. Perhaps 
there is an implication that an appen- 
dectomy is a simple operation, and there 
is no need to go far to get it done. How- 
ever, if that is true, a question of degree 
and the taxpayer’s judgment is involved. 
I believe that the taxpayer should be 


allowed to deduct any transportation 


costs which he is willing to pay in order 
to get medical treatment. If there is a 
real question of bona fides involved, as 
where the taxpayer included a vacation 
either before or after treatment in his 
trip, then on the basis of the facts a 
portion or all of the transportation ex- 
pense might be disallowed. Regulations 
should clarify this point, or some of us 
are likely to find a revenue agent point- 
ing to the quoted sentence in the com- 
mittee report and claiming that trans- 
portation expense for an operation is 
not deductible.” 


Discrimination against bachelors 

The new provision allowing a limited 
deduction for the expenses of care of 
certain dependents (the “child-care ex- 
pense” section) has been not much of a 
problem. However, where the expense 
is incurred not for the care of a child 
but for the care of an older dependent 
who is physically or mentally incapable 
of caring for himself, there is usually a 
very close decision to be made as to 
whether the expense is deductible here 
or as medical expense. There is a very 
fine line indeed in many of these cases. 
Also, the law provides for the deduction 
of such expenses paid for the care of his 
aged mother by a man who had been 
married divorced, but a_ bachelor 


who was doing exactly the same thing 


and 


can get no deduction. There seems to be 
something of a perhaps unintended in- 
equity here, but the law is clear that the 
only men to whom the deduction is 
allowable are widowers. w 





New decisions 


Deduction for payments under separa- 
tion agreement not incorporated divorce 
decree. Taxpayer and his wife entered 
into a separation agreement calling for 
specified payments to her. Over two 
years later the parties were divorced. 
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The decree made no mention of the 
agreement and contained no provision 
for alimony. Local law forbade alimony 
in an absolute divorce case. In allowing 
the deduction of the payments, the 
court finds that there is no requirement 
that divorce be contemplated at the 
time of the agreement. In fact, such 
contemplation could give an appearance 
of collusion and prevent the divorce. 
The payments made under the separa- 
tion agreement were in discharge of a 
legal obligation arising out of the mari- 
tal relationship and qualified as alimony 
under the 1939 Code. [A deduction for 
separation payments is specifically al- 
lowed in 1954 Code Section 71(a)(2). 
Ed.| Johnson, DC N. Car., 3/30/56. 


Return was joint though husband didn’t 
sign. Taxpayer and her husband re- 
ceived an interlocutory decree of divorce 
in December 1950 (final in December 
1951). Following the Eccles case, the 
court holds the parties entitled to file 


a joint return despite the Commissioner's 


argument that an interlocutory decree 
is a decree of divorce ending the right 
to file joint returns. The husband had 
agreed to sign a joint return for 1950 
but he failed to keep appointments to 
do so. He was a chronic alcoholic and 
100% disabled. The Tax Court finds the 
intent of the parties was to file a joint 
return and accepts it as such. One dis- 
sent on the ground that the court has 
no idea why the husband failed to sign 
and the evidence does not overcome 
the presumption of correctness of the 
Commissioner’s finding. Lane, 26 TC 
No. 50. 


Can’t deduct attorney’s fees in separate 
maintenance suit though income prop- 
erty involved. Taxpayer claimed that his 
attorney's fees and court costs in his 
wife’s suit for separate maintenance were 
deductible as nonbusiness expenses paid 
in conservation of his income-producing 
wife had 
sought to enjoin him from disposing of 


property, inasmuch as _ his 
his property. The court disallows the 
deduction, finding that the wife’s claim 
was never pressed and finding also that 
which 
jeopardized taxpayer’s ownership of his 
property. Richardson, CA-4, 5/22/56. 


no demand was ever made 


Loss held incurred in business of tax- 
payer. The contended 
that taxpayer's loss did not occur in the 
years in question, was not incurred in 
his trade or business, and resulted from 


Commissioner 


a bad debt. The court adopts the finding 
of the jury as to the year of the loss, 
despite the fact of only nominal activity 
in that year. The court adopts also the 
jury finding that the sums lost were not 
loans to a corporation but were losses 
in taxpayer’s business, since he was, 
in effect, a joint venturer with the cor- 
poration. First National Bank, DC Pa., 
5/29/56. 


Husband’s withdrawals from _ wife's 
corporations community income. De- 
cedent inherited several corporations 
from her first husband. They were man- 
aged by her second husband, who with- 
drew large sums for his own and her 
use. The Tax Court found these with- 
drawals were in part informal dividends 
and in part loans she intended to repay. 
The dividends were community income 
and taxable to her. Taxpayer argued 
that these amounts were embezzled by 
her husband and not income to her. 
However, during the taxable year in 
which the husband still enjoyed the 
wife’s confidence he could have had 
dividend resolutions passed. However, 
the wife is not liable for fraud penal- 
ties. She was entirely ignorant of what 
he was doing. Simmons Estate, 26 TC 
No. 51. 


Meals and lodging while working in 
Turkey not travel expenses. During his 
period of employment as a construction 
designer in Ankara, Turkey, taxpayer 
maintained a home for his family in 
St. Paul, Minnesota. The court held tax- 
payer's term of employment was “in- 
definite” rather than “temporary” and 
denied a deduction for food and lodging 
in Turkey. For indefinite employment 
the tax home is the job and expenses 
there are not incurred “while away from 
home.” McGinley, Jr., TCM 1956-124. 


Legal fees deductible though result of 
advice was acquisition of stock. Tax- 
payers, minority stockholders, were ad- 
vised by their attorney that to protect 
their investment they should purchase 
additional stock to acquire control. The 
disallowed the amount 
paid for this advice on the grounds that 
it was part of the cost of acquiring title 
or of perfecting the stock, and that the 
payment was not necessary. The court 
finds that the primary purpose for which 
counsel was sought was protection of 
taxpayers’ investment. Thus, although 
the result was the acquisition of more 
stock, the legal fees are deductible as 


Commissioner 
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expenses incurred in the conservation 
of income-producing property. Further, 
the expenditures were necessary since 
the assumption of taxpayers that their 
investment was in danger was reason- 
able. Straub, DC Pa., 5/18/56. 


Hotel employee required to live in 
despite own home nearby can’t deduct 
expenses. Taxpayer was employed by a 
Long Beach hotel which required that 
he reside in Long Beach during his 
working days, and furnished a room in 
the hotel for his living accommodations. 
He maintained a home for his family 
15 miles away. Claimed deductions for 
expenses of meals at Long Beach were 
not allowed as expenses “away from 
home” since his “home” for purposes of 
the Code was at his principal place of 
business. O’Toole, TCM 1956-131. 


Stockholder can’t deduct nonreimbursed 
entertainment. Taxpayer, who was chair- 
man of the board and a 50% stockholder 
of a corporation engaged in the textile 
business, expended over $2,000 of his 
own funds in entertaining corporate 
customers. He had loaned the corpora- 
tion $50,000 and had guaranteed the 
other 50% stockholders against loss. The 
court held the sums spent on entertain- 
ment either as 
business or nonbusiness. Despite the fact 


were not deductible 
that the expenditures might help pro- 
tect his investment, they remain cor- 
porate, not personal, costs. Kahn, 26 TC 
No. 34. 


Contribution deemed paid when check 
mailed. A check for a charitable con- 
tribution was mailed on December $1 
and received by the charity on January 
4 of the following year. The court holds 
that delivery to the payee or his agent of 
a check which is subsequently paid con- 
stitutes payment. The United States Mail 
is the agent of both the sender and the 
recipient, so that the date of mailing 
is the date of payment. The deduction 
is therefore allowable in the year the 
check was Witt, DC Fia., 
3/24/56. 


mailed. 


Fees earned prior to enactment of com- 
munity property law are separate prop- 
erty. Legal fees were earned prior to the 
enactment of the Michigan Community 
Property Act, the services having been 
rendered prior thereto. The fees sub- 
sequently received by the taxpayer are 
therefore his separate ‘property. Drys- 
dale, CA-6, 4/9/56. 
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Final partnership Regulations clarify 


allocations among partners 


, paw OF us who have been working 
with the new subchapter K (partner- 
ships) know that a long time will pass 


the 


before all implications of the new 
rules are clarified and all the questions 
about obscure points are raised. And even 
will 


begin to answer our questions. Because 


more time pass before the courts 
the proposed and final Regulations give 
us a Starting point which we can use in 
the meantime, we have been reviewing 
the final Regulations to determine how 
they differ from the proposed Regula- 
tions on some ol the more common 
partnership problems. 

One of the most difficult problems of 
the new Code concerns which allocations 
of specific items of income and deduc- 
tions among partners will be recognized 
for tax purposes and which will be dis- 
regarded. Shortly before the final Regu- 
lations were issued, an 


American Law 


Institute meeting in Washington dis- 
cussed this problem. The tentative Draft 
No. 11 submitted to the members by 
the Council reviewed the law, the com- 
mittee reports, and the proposed Regu- 
lations. Let’s look at what they had to 
say and then see how the final Regula- 
tions differ from the proposed. 

704(b)(2)” the 
Draft, “the partner’s distributive share 


“Under Section Says 
of income, gain, loss, deduction, or credit 
will . . . be determined by his distribu- 
tive share of taxable partnership income 
or loss if ‘the principal purpose of any 
provision in the partnership agreement 
with respect to a partner’s distributive 
share of (any item of income, gain, loss, 
deduction, or credit) is the avoidance or 
evasion of any tax imposed by this sub- 
title.’ 

“The House Committee Report does 
not add much to the language of the 
statute. It contains an example which 
suggests that allocation of all losses on 
the 


sale or exchange of depreciable 


property used in the partnership’s trade 
or business to one partner or the alloca- 
tion of the entire foreign tax credit to 
a particular partner may run afoul of the 
statutory condemnation of tax avoidance 
by special allocation. 

“But there may, of course, be perfectly 
legitimate situations in which the as- 
sumption by a particular partner of all 
partnership losses neither is motivated 
by a desire to avoid taxes nor has any 
such effect. The example fails to furnish 
any criteria for distinguishing between 
special allocations based upon bona fide 
business reasons and allocations whose 
principal purpose is tax avoidance. 

“The Senate Committee Report elabo- 
rates the example given in the House 
Report by clear that the 
special allocation to one partner of losses 


making it 


on the sale of depreciable business assets 
or of the foreign tax credit is likely to be 
disregarded under section 704(b)(2) only 
if a corresponding amount of partner- 
ship loss or deduction of a different 
nature is allocated to the other part- 
ners 

“In addition, the Senate Report refers 
to the economic effect, if any, of the 
special allocation as a possible criterion 
for determining the motivation under- 
lying such allocation. Thus, it contains 
a statement that where ‘a provision in 
a partnership agreement for a special 
allocation of certain items has substan- 
tial economic effect and is not merely a 
device for reducing the taxes of certain 
partners without actually affecting their 
shares of partnership income, then such 
a provision will be recognized for tax 
purposes.’ 

“The proposed Regulations use much 
the same language as the Senate Report. 
Thus, they contain a repetition of the 
statement that a special allocation pro- 
vision will be recognized if it has sub- 
stantial economic effect and is not a de- 


vice for reducing the taxes of certain 
partners. The qualifying phrase ‘with- 
out actually affecting their shares of 
partnership income,’ which appears in 
the Senate Report at the conclusion of 
the preceding sentence, has been omitted 
in the Regulations. This would seem 
proper, for the mere fact that the special 
allocation actually affects the partners’ 
respective shares of partnership income 
the 
sibility that the purpose and effect of 


does not necessarily negate pos- 
the special allocation is tax avoidance. 
In other words, it is hardly safe to as- 
sume that a special allocation which will 
affect the partners’ shares of partnership 
income may not also operate as a tax- 
avoidance device, for any adverse effect 
upon a particular partner’s share of 
partnership income may be outweighed 
by the tax advantage gained by that 
partner as a result of a special alloca- 
tion” 

The draft then summarized the law 
as it saw it: 

“The statutory language itself refers 
only to tax avoidance or evasion as a 
test for determining whether whether or 
not a special allocation is to be recog- 
nized. Literally construed, this approach 
would recognize a special allocation not 
principally motivated by tax avoidance, 
even though it does not have any sub- 
The 
Committee Report, however, seems to 


stantial economic effect. Senate 
adopt a twofold test. The statement that 
a special allocation will be recognized if 
it ‘has substantial economic effect and 
is not merely a device for reducing taxes’ 
(emphasis supplied) suggests that it will 
be disallowed either if it fails to have a 
substantial economic effect or if it is 
prompted by a desire to reduce taxes. 
The proposed Regulations apparently 
adopt the dual test suggested in the 
Senate Committee Report. Under this 
test, a special allocation having sub- 
effect could 
allowed on the ground that it was a 


stantial economic be dis- 
device for tax avoidance, or it could be 
disallowed even though not motivated 
by tax avoidance, on the ground that it 
did not have a substantial economic 
effect.” 

The final Regulations have a much 
expanded section on this problem. Sec- 
tion 1.704-1(b)(2) provides: 

“If the principal purpose of any pro- 
vision in the partnership agreement de- 
termining a partner’s distributive share 
of a particular item is to avoid or evade 
the federal income tax, the provision 
shall be disregarded and the partners’ 
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distributive shares of that item shall be 
determined in accordance with the ratio 
in which the partners divide the general 
profits or losses of the partnership 

In determining whether the principal 
purpose of any provision in the partner- 


} 
Si 


p agreement for a special allocation is 
the avoidance or evasion of federal in- 
come tax, the provision must be con- 
sidered in relation to all the surround- 
ing facts and circumstances. Among the 
relevant circumstances are the following: 
Whether the partnership or a partner 
individually has a business purpose for 
the allocation; whether the allocation 
has effect,” that 
is, whether the allocation may actually 


“substantial economic 


affect the dollar amount of the partners’ 
shares of the total partnership income or 
loss independently of tax consequences; 
whether related items of income, gain, 
loss, deduction, or credit from the same 
source are subject to the same allocation; 
whether the allocation was made with- 
out recognition of normal business fac- 
tors and only atter the amount of the 
specially allocated item could reasonably 


ye estimated: the duration of the alloca- 


tion; and the over-all tax consequences 


of the allocation. The application of the 

provisions of this subparagraph may be 

illustrated by the following examples: 
“Example 1. The 


yartnership agreement 
| 5 


provisions of a 

for a year in 
which the partnership incurs losses on 
the sale of depreciable property used in 
the trade or business are amended to 
illocate such losses to one partner who 


An 


equivalent amount of partnership loss 


has no such gains individually. 


or deduction of a different character 
is allocated to other partners who in- 
dividually have gains from the sale of 
depreciable property used in the trade or 
business. Since the purpose and effect 
of this allocation is solely to reduce the 
taxes of certain partners without actually 
affecting their shares of partnership in- 
come, such allocation will not be recog- 
704(b)(2), 
items will be allocated to all the part- 


nized. Under Section those 
ners in accordance with the provisions 
of the partnership agreement for shar- 
ing partnership income or loss generally. 

“Example 2. The provisions of a part- 
nership agreement allocate to a partner 
who is a resident of a foreign country a 
percentage of the profit derived from 
operations conducted by him within such 
greater 
than his distributive share of partnership 


country, which percentage is 
income generally. Such allocation has 
substantial economic effect and will be 


recognized in the absence of other cir- 
cumstances showing that the principal 
purpose was tax avoidance or evasion. 
“Example 3. Rather than impair the 
credit standing of the AB partnership by 
a distribution, the partners agree to in- 
vest surplus partnership funds in an 
equal dollar amount of municipal bonds 
and corporate stock. The partners fur- 
the 
interest income and gain or loss from 


ther agree that A is to receive all 
tax-exempt bonds and B is to receive 
all the dividend income and gain or loss 
from corporate stock. Such allocation has 
substantial economic effect and will be 
recognized in the absence of other cir- 
cumstances showing that the principal 
purpose was tax avoidance or evasion. 
On the other hand, under an agreement 
with respect to partnership CD, it is 
provided that C’s distributive share of 
income shall be the first $10,000 of tax- 
and D’s 
share of income shall be the first $10,- 
000 of dividend income, the balances to 


exempt income, distributive 


be divided equally. Since the principal 
purpose of this provision is to allocate 
to C, 


higher income-tax bracket than D, it will 


tax-exempt interest who is in a 
be disregarded. Each partner’s distribu- 
tive share of such interest and dividends 
will then be allocated in accordance 
with the provisions of the partnership 
agreement for sharing partnership in- 
come or loss generally. 

“Example 4. 
nership with assets consisting of securi- 
ties with a basis of $20,000 and a value 
of $50,000. M makes a $25,000 cash con- 


tribution to the partnership in order to 


KL is a brokerage part- 


become an equal partner. Subsequently, 
when the value of the securities has ap- 
preciated to $74,000, they are sold. Of 
the $54,000 taxable gain on the sale of 
the securities, $24,000 (appreciation in 
value occurring after M became a part- 
ner) is allocated in equal shares to K, L, 
and M, in accordance with the ratio for 
sharing profits and losses generally. ‘The 
$30,000 balance is allocated to K and L 
in the profit-and-loss ratio existing be- 
fore M became a partner. This latter 
attributes to K 
appreciation in value of the securities 


allocation and L the 
occurring before M became a partner, 
even though the cash proceeds are a 
partnership asset in which all three part- 
ners share equally. This allocation has 
substantial economic effect and will be 
recognized in the absence of other cir- 
cumstances showing that the principal 
purpose of the allocation was tax avoid- 
ance or evasion. 
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“Example 5. G and H enter into a 
partnership agreement to develop and 
market an electronic device. H, an elec- 
tronics engineer, contributes $2,500 cash 
and agrees to devote his full-time serv- 
ices to the partnership. G contributes 
$100,000 cash 
loan for the partnership of any addi- 


and agrees to obtain a 
tional capital needed. The partnership 
agreement provides that the full amount 
of any research and experimental ex- 
penditures and any interest on partner- 
ship loans are to be charged to G. It 
also provides that G’s distributive share 
is to be 90% of partnership income or 
loss computed without reduction by such 
research and experimental expenditures 
and such interest, until all loans have 
been repaid and G has received through 
his 90% share of income an amount 
equal to the full amount of such re- 
search and experimental expenditures, 
of such interest, and his share of any 
partnership operating losses. During 
this time H’s distributive share will be 
10%. Thereafter, G and H will share 
profits and losses equally. Since all of 
the research and experimental expendi- 
tures and interest specially allocated to 
G are in fact borne by G, the allocation 
will be recognized in the absence of 
circumstances 


other that its 


principal purpose was tax avoidance.” 


showing 


Taxable year 

The final Regulations greatly restrict 
the choice of taxable years by new part- 
nerships and changes by partners and 
partnerships. A partner cannot change 
without permission; a partnership can 
make only one type of change without 
permission: to that which all its prin- 
cipal partners have or are concurrently 
changing to. A new partnership can 
adopt without permission (1) a calendar 
year if its principal partners have differ- 
ent years, or (2) the year all its prin- 
cipal partners have or are concurrently 
changing to. w 


Mineral interests urged to 
study new Regulations on 
co-ownership v. partnership 
ee co-owners of income- 
producing property do not wish to 
be bothered with a partnership return. 
Especially where they own an inherited 
building or farm which is rented, each 
of the few owners reports his share of 
the net. Sometimes there are so many 
co-owners (as in natural resource op- 
erating agreements) that a partnership 
return would be voluminous. However, 
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it is important that if an arrangement 
is a partnership the return be filed so 
that elections can be properly made, 
the year of accrual of income be clari- 
fied, etc. 

It is notable that the final Regulations 
contain examples which delineate the 
distinctions between co-ownerships and 
partnerships. Section 1.761 provides: 

“A joint undertaking merely to share 
expenses is partnership. For 
example, if two or more persons jointly 
construct a ditch merely to drain surface 
water from their properties, they are 
not partners. co-ownership of 
property which is maintained, kept in 
repair, and rented or leased does not 
constitute a partnership. For example, 


not a 


Mere 


August 1956 


if an individual owner, or tenants in 
common, of farm property lease it to a 
farmer for a cash rental or a share of the 
crops, they do not necessarily create a 
partnership thereby. Tenants in com- 
mon, however, may be partners if they 
actively carry on a trade, business, fi- 
nancial operation, or venture and divide 
the profits thereof. For example, a part- 
nership exists if co-owners of an apart- 
ment building lease space and in addi- 
tion provide services to the occupants 
either directly or through an agent.” 
Advisers to joint operators of natural 
resources should study this section care- 
fully for the rules about elections in 
order to obtain exclusion from the pro- 
visions of subchapter K. w 


New partnership decisions this month 


Partnership and individual 117(j) trans- 
actions must be netted (old law). Tax- 
payer was a member of a partnership 


which realized 117(j) gains (gains on 
depreciable property held over six 
months, treated under Section 117(j) 


of the 1939 Code as capital). He per- 
sonally the sale of 
similar items. The Tax Court permitted 
him to report the items separately, the 


realized losses on 


partnership ones as capital gains, the 
personal ones as ordinary losses, follow- 
ing its own Ammann case. Ammann 
was reversed by the Fifth Circuit; this 
court also reverses. The intent of Con- 
gress in enacting 117 (j) was to give re- 
lief to taxpayer, not to the partnership, 
which is a mere accounting unit. He 
must aggregate the transactions direct 
and indirect to see if he qualifies. The 
specific requirement that ordinary capi- 
tal transactions be aggregated does not 
support an inference that others need 
not be. [The 1954 Code specifically re- 
quires aggregation of Section 1231 items 
analogous to 117(j). Ed.] Paley, CA-9, 
4/12/56. 


Purchase of partnership interest does 
not result in stepped-up basis of part- 
nership assets (old law). Taxpayers, 
surviving partners in two family part- 
nerships, purchased from their father’s 
estate them. They 
claimed that the effect of these pur- 
chases was a of the old 
partnerships, a distribution of the assets 
in kind, 


his interest in 


termination 


and a contribution to new 
partnerships. On this theory their pur- 
chase price would be the basis of the 
assets. The court holds that no actual 





distribution of assets in kind ever took 
place, that the business operations of 
the partnership continued without in- 
terruption, and that in effect there had 
been only a reorganization of the exist- 
ing partnerships. Accordingly, the part- 
nership assets did not receive new and 
higher bases. The taxpayers had _ pur- 
chased non-depreciable capital assets in 
the form of partnership interest. [The 
1954 Code provides for optional change 
in basis of partnership assets upon sale 
of an interest. Ed.| Anderson, Jr., CA-9, 
4/23/56. 


“Sale” of a partnership interest really 
a distribution of earnings (old law). 
Taxpayer retired as a partner in an ac- 
counting firm in 1948, receiving a lump- 
sum payment of $25,000 for all his in- 
terest “in the cash capital account (al- 
ready fully recovered), profits, unbilled 
work, and uncollected accounts receiv- 
able.” The court held that since taxpayer 
had already recovered his interest in the 
capital account, the entire $25,000 repre- 
sented earnings of the partnership taxed 
as ordinary income rather than capital 
gain. [Section 736 of the 1954 Code 
specifically defines the treatment of pay- 
ments made in liquidation of the interest 
of a retiring partner. Ed.] Spicker, 26 
TC No. 8. 


Wife not recognized as substituted part- 
ner. The court found as a fact that an 
attempt to substitute taxpayer’s wife 
as a partner in a shoe-supply business 
in place of taxpayer was a sham, and 
that taxpayer in truth and in fact re- 
mained a partner in the firm even after 


a pre-dated agreement purporting to | 
create the wife as a partner. Accordingly 
it holds that the distributive share of 


the partnership income attributed to ? 


the wife during 1945 is to be charged 
to taxpayer. Lash, TCM 1956-87. 


nership does. The 1954 Code allows a 
credit for dividends received after July 


Partner receives dividends on date part- | 


31, 1954. In computing the credit a 
partner is considered to have received his 
share of partnership dividends on the 
date the partnership did. Rev. Rul. 56- 


233. i 


Jury rejects husband-wife partnership. 
The jury finds as a fact that the transfer 
by the husband to his wife of shares of 
stock in a close corporation was not 
bona fide and that the parties had not 
intended to carry on a bona fide part- 
nership operating the business after the 
liquidation of the The 
charge to the jury stressed the need for 
a genuine intent to form a partnership. 
Aslesen, DC Minn., 3/23/56. 


corporation. 


Can't repudiate family partnership. The 
Commissioner attempted to disallow a 
family partnership. The taxpayers, wife 
and two sons, protested. Suddenly, for 
an undisclosed reason, the two sides re- 
versed their positions. The court holds 
that taxpayers may ndt contend that they 
were not really partners, despite the fact 
that they: (1) 
housewife and 


were, respectively, a 
two soldiers, (2) ob- 
tained their interests by gift, (3) did not 
actively participate, and (4) contributed 
nothing to the partnership. They in- 
tended to have a partnership and may 
not introduce the kind of evidence the 
government uses in family-partnership 
cases to show otherwise. Sherman, DC 
Pa., 5/23/56. 
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Taxpayers affected and revenue loss in 20 


tax reduction plans now being considered 


the 


ie for 
practitioner we present here an an- 


PROVIDE BACKGROUND tax 
alysis of the details and consequences of 


the 20 most prominently mentioned 
methods of reducing taxes which are 
now under discussion in political and 
administrative circles. This information 
was developed by the Joint Committee 
Taxation. The 20 
tax-reduction methods are these: 

present $600 per 


capita exemption to $700. This would 


on Internal Revenue 


1. Increase the 
relieve 5,600,000 taxpayers from any in- 
come-tax liability. This plan was spon- 
Representative Jere Cooper 
and Senator Walter F. George in 1954. 
rhis plan would amount to a tax reduc- 
tion of $2.4 billion, of which $1.2 billion 
would go to taxpayers with incomes be- 


sored by 


low $5,000, and $1.2 billion to taxpay- 
ers with higher incomes. 


) 


2. Increase the present $600 per 
capita exemptions by $50 and reduce the 
tax payable by 5 per cent. This would 
relieve 3 million taxpayers from all tax 
liability. Tax reduction under this plan 
would amount to $2.7 billion, of which 
$1 billion would go to taxpayers with 
incomes below $5,000, and $1.7 billion 
to taxpayers with incomes above that 
amount. 

3. Provide a $20 tax credit for each 
personal exemption and credit for de- 
pendents claimed by the taxpayer. This 
plan passed the House of Representa- 
tives in the Revenue Act of 1955. This 
will relieve 5 million 600 thousand tax- 
payers of all tax liability. Under this 
plan the total tax reduction would be 
$2.2 billion, $1.2 billion going to tax- 
payers in the low income brackets, and 
$1 billion to taxpayers with incomes 
above $5,000. 

1. A tax credit of $20 in the case of 
a single person and a $10 credit for each 


dependent. In the case of a married 
couple the credit of both husband and 
wife would be limited to $20. This credit 
would be in lieu of split income, head 
of household and surviving spouse bene- 
fits. There will be 2 million 400 thou- 
sand taxpayers relieved of all tax liabil- 
ity. This plan was sponsored by Senator 
Lyndon B. Johnson in 1955. The tax 
reduction here would be $1 billion, tax 
payers with incomes below $5,000 get- 
ting $800 million, and taxpayers with 
higher incomes $200 million. 

5. A tax credit of $20 per taxpayer 
as an alternative to the benefit of split 
of household. A 
payer who could receive more benefit 


income or head tax- 
from split income or head of household 
than $20 $20 tax 


credit. This plan unlike plan 3 would 


would not elect the 
allow the credit only for the taxpayer 
and would not provide an additional 
credit dependents of the taxpayer as in 
plan 3. 
100 thousand taxpayers from all tax li- 


This would relieve 3 million 
ability. The total tax reduction under 
this plan would be $1.1 billion, with 
$900 million going to taxpayers with 
incomes below $5,000, and $200 million 
to those with higher incomes. 

6. A tax credit of $140 for each ex- 
emption claimed by the taxpayer in lieu 
of the present deduction of $600 for 
each exemption. For taxpayers in the 
first income-tax bracket under present 
law and under the plan the $140 tax 
credit would result in a tax saving of 
$20 more per exemption claimed than 
they would receive from the $600 per 
exemption. In addition there would be 
a reduction of 1 percentage point on the 
tax rate on the first $2,000 of taxable 
income and 3 percentage points in the 
tax rates on all other taxable income. 
This 3-percentage-point reduction above 
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the first income-tax bracket is suggested 
to compensate for and give relief to 
those taxpayers whose benefit by way of 
the conversion of the exemption into a 
tax credit has been taken away. In ad- 
dition the percentage point reduction 
will have the effect of increasing the 
first surtax bracket of $2,000 to $4,000. 
The effect of this, so far as administra- 
tive simplicity is concerned, will be to 
eliminate additional assessments on the 
low income taxpayers because withhold- 
ing will more closely approximate the 
actual liability. For example, a single 
person with a $4,000 salary is under pres- 
ent law underwithheld on by $20. 
Broadening the bracket to $4,000 will 
eliminate this underwithholding. This 
would reduce taxes by $4.5 billion, $2.1 
billion going to taxpayers in the low 
income groups and $2.4 billion to tax- 
payers above the $5,000 income level. 
7. Reduce the present law rates in 
all brackets by 2 percentage points. The 
tax cut under this plan would amount 
to $2.5 billion. Taxpayers with incomes 
$5,000 $800 million 
taxpayers higher incomes 


below would get 


and with 
would get $1.7 billion. 

8. Adopt the rates that were in effect 
prior to the Korean war (1948 and 1949). 
Revenue loss would amount to $4.5 bil- 
lion, with taxpayers below $5,000 get- 
ting $1.4 billion and those above $5,000 
receiving $3.1 billion. 

9. Apply the Canadian income-tax 
rates to the Federal tax system in this 
country. The present Federal provisions, 
including split income, exemptions, and 
deductions, provided under our law are 
maintained under the plan. This would 
reduce taxes by $8.3 billion. The reduc- 
tion for those taxpayers below the 
$5,000 level would be $2.8 billion, while 
taxpayers above that level would get 
$5.5 billion. 

10. Lower the present law 87% maxi- 
mum effective rate limitation of tax on 
taxable income to 80%. Under present 
law the 87% limitation affects single tax- 
payers with taxable incomes in excess 
of $629,500 and married couples filing 
joint returns with taxable incomes in ex- 
cess of $1,259,000. The 80 percent limi- 
tation would affect all single taxpayers 
with taxable excess of 
$228,909 and all married couples filing 
joint returns with taxable incomes in 
excess of $457,818. This plan will re- 
duce revenues by $18 million. 

11. Split the first $2,000 taxable in- 
come class into two classes of $1,000 each 
and provide a rate on the first $1,000 of 


incomes in 
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10% and leave the present 20% rate on 
the next $1,000. Except for married 
couples filing joint returns, the tax for 
those with taxable incomes over $1,000 
$100. In the case 
of married couples filing joint returns 


would be reduced by 
the reduction because of split income 
would amount to $200 where their tax- 
able income exceeds $2,000. For married 
couples with taxable incomes between 
$1,000 and $2,000, the reduction would 
eraduate from 50% of the tax to $200. 
The plan would have the effect of re- 
ducing all taxpayers’ tax by 50 percent 
was $1,000 or 
less. This plan will reduce revenues by 
$6.260 billion. 


if their taxable income 


12. Provide a 10 percent reduction 
This 


into the tax 


in the tax. reduction could be 


worked table so as not to 


make necessary a separate computation 
by the taxpayer. This would reduce tax- 
es by $2.9 billion. The reduction for the 
low income groups would be $800 mil- 
lion, while the reduction for those 
above $5,000 would amount to $2.1 bil- 
lion. 

13. A flat 10% 


on the first $2,000 of taxable income and 


reduction on the tax 


5% on the tax on the taxable income 
over $2,000. These percentages could be 
worked into the tax rate schedule to 
eliminate the necessity of the taxpayer 
making extra computations. This would 
cost $2.3 billion. The reduction for in- 
come groups below $5,000 would be $800 


million, while the reduction for those 
in higher income groups would be $1.5 
billion. 

14. Provide an earned income deduc- 
tion for all taxpayers equal to 4% of 
in addition 

$600 per 
capita exemptions to $650. The first 
$5,000 of 


their earned income which 


would increase the present 


income would be assumed to 
be earned whether or not earned. Apart 
from this limitation earned income 
would be defined as now provided for in 
911 of Internal 


Code of 1954. This plan could be modi- 


Section the Revenue 
fied by placing a limit on the amount 
of the earned income to which the 4% 
would apply. This would relieve 3 mil- 
lion 800 thousand taxpayers of all tax 
relief 
amounting to $3.4 billion. The lower 


liability. This would give tax 
income groups would receive a cut of 
$1.4 billion, the groups above $5,000 a 
reduction of $2 billion. 

15. Provide all taxpayers with earned 
income relief in the form of a tax credit. 
The credit would be computed by apply- 
ing the first income tax bracket rate of 


August 1956 


20% to 10% of the earned income. In 
effect this would be a tax credit of 2% 
of the taxpayer’s earned income. This 
credit would apply to only the first 
$30,000 of earned income. The plan 
would also assume that the first $5,000 
of the taxpayer’s income was earned re- 
gardless of its source. Apart from these 
limitations earned income would be de- 
fined as now provided for in Section 911 
of the Internal Revenue Code of 1954. 
This would relieve about 3 million 600 
thousand taxpayers from all tax liability. 
The under this plan 
would be $5 billion, of which $2.8 bil- 


tax reduction 
lion would go to those with incomes be- 
low $5,000 and $2.2 billion to taxpayers 
with higher incomes. 

16. Increase the present 10 percent 
optional standard deduction to 15 per- 
cent and increase the maximum stand- 
ard deduction of $1,000 to $1,500. This 
would relieve 3 million taxpayers from 
all tax liability. This would provide a 
tax reduction of $1.5 billion — $700 mil- 
lion for the lower income groups and 


$800 income 


million for the higher 
groups. 

17. Provide a minimum standard de- 
duction of $500. Under present law a 
taxpayer may elect the optional stand- 
ard deduction of approximately 10% of 
his adjusted gross income. This is in lieu 
of itemizing his personal deductions, 
such as medical expenses, charitable con- 
tributions, and interest on personal in- 
debtedness. For a taxpayer with $3,000 
of wages and salaries the present stand- 
ard deduction is $300. Under the plan 
the deduction would be in- 
$500. A 
$2,000 salary receives under present law 
a $200 


standard 
creased to taxpayer with a 
deduction and under 
the plan he would receive $500. A tax- 


standard 


payer with a salary of $5,000 receives a 
standard deduction of $500 under pres- 
ent law and this would remain the same 
under the plan. For incomes above 
$5,000 this plan would provide no relief. 
There would be 5,800,000 taxpayers re- 
lieved of all tax liability and the plan 
would result in a revenue loss of $1.08 
billion with the entire amount of this 
reduction 


$5,000. 


going to taxpayers under 

18. A minimum standard deduction 
of $500 and in addition give all tax- 
in tax. Under 
present law a taxpayer may elect the 
optional standard deduction of approxi- 
mately 10% of his adjusted gross income 
in lieu of itemizing his personal deduc- 
tions such as medical expenses, charit- 


payers a 5% reduction 


able contributions, and interest on per- 
sonal indebtedness. For a taxpayer with 
$3,000 of wages and salaries the present 
standard deduction would be $300. Un- 
der this plan his standard deduction 
would be $500. The $2,000 salary re- 
ceives a standard deduction of $200 and 
under the plan it would be $500. At a 
salary of $5,000 and above no benefit 
would be received from the minimum 
standard deduction but these taxpayers 
would receive the 5-percent reduction 
5,800,000 
payers relieved of all tax liability under 


in tax. There would be tax- 


this plan. A tax reduction of $2.5 billion 
would result, of which $1.5 billion would 
go to the income groups below $5,000, 
and $1 


groups. 


billion to the higher income 

19. Increase the 10 percent optional 
standard deduction to 15 percent and 
raise the maximum standard deduction 
from $1,000 to $1,500. In addition there 
would be a 5-percent reduction in the 
tax payable. This would relieve 3 mil- 
from all 
This would make an overall tax reduc- 


lion taxpayers tax liability. 
tion of $2.9 billion. Taxpayers in the 
low income groups would have their 
taxes reduced by $1.1 billion, while tax- 


payers in income groups above $5,000 


would receive a tax reduction of. $1.8 
billion. 
20. Increase the present 10% option- 


al standard deduction to 15% and raise 
the maximum limitation from $1,000 to 
$1,500 with the proviso that each tax- 
payer would receive at least a minimum 
standard deduction of $500. In addition 
there would be a 5% reduction in the 
tax payable. This would relieve 6.3 mil- 
lion taxpayers of all tax liability. The 
$3.5. bil- 
lion, $1.7 billion going to taxpayers with 
$1.8 billion 


going to taxpayers with incomes above 


tax reduction here would be 


incomes below $5,000 and 
that figure. 


21. 


rent taxable year for taxpayers suffering 


Provide tax relief during the cur- 


casualty losses from, for example, floods. 
The statute could provide that the Sec- 
retary of the Treasury could authorize 
employers to allow an employee suffer- 
ing a casualty loss a tax credit against 
wilthholding of 20 the 
amount of the employee’s estimated cas- 


percent of 


ualty loss. This credit could apply to 
each pay period until the amount ex- 
cluded from withholding because of such 


credit equals the estimated value of the 
deduction that will be claimed by the 
employee on his final return. The em- 
ployee could obtain from the Internal 
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The 
of his tax credit. A copy of this form 


in establishing the casualty loss. 
form could also show the amount 


could be submitted by the employee to 
his employer and this could be the au- 
thority for the employer to allow the 
credit against withholding. A duplicate 
copy of the form could be filed with the 
district director of internal revenue and 
an additional copy could be attached to 
the taxpayer's final return for the tax- 
year. 

22. Provide farmers with a_ special 
standard deduction in lieu of the actual 
deductions attributable to farming. The 
special standard deduction would be 
limited to farmers whose gross income 
from farming for the taxable year did 


not exceed $10,000. A farmer would be 


} defined, as under Section 6073(b) of the 


\ all sources. 


| 


1954, as an 
income 


Internal Revenue Code of 


individual whose _ gross from 
farming for the taxable year is at least 
two-thirds of his total gross income from 
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Capital-gains tax plan aims 

to unfreeze capital 

io CAPITAL-GAINS tax laws are often 
suspected of freezing capital and sti- 

fling One 


investment house estimates that 


new investment ventures. 


large 
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HELP WANTED 


Tax Accountant—National Public Account- 
ing Firm has an opening in its New York 
office for a man under age 35. In addition tc 
being personable he must have a sound 
knowledge of accounting and federal income 
taxes. Actual tax experience with the In- 
ternal Revenue Service, a corporation, or 
a public accounting firm will be helpful but 
not necessary. The man selected must not 
only be able to prepare and review tax re- 
turns, but also to research problems. Start- 
ing salarv will be commensurate with ex- 
perience and further promotions will occur 
just as rapidly as the man proves his ability 
Box 80. 


over 40% of all risk accounts have hold- 
ings locked up in one or more securities 
because the investor is reluctant to risk 
a switch into more promising ventures 
and thus have to pay a 25% capital- 
gains tax on his accrued profits. 
William D. Bowden, editor of In- 
vestment Futures, has proposed a varia- 
tion of the tax which is intended to 
benefit investors, the government, and 
business like. As he describes his “switch 
tax plan” in the November, 1955, issue 
of the magazine, it works this way: 
Instead of paying the full capital- 
gains tax, the investor pays only 5% 
tax on long-term profits on that portion 
of the total amount received from selling 
one stock which he reinvests into an- 
other stock (or stocks) within 30 days. 
He can keep on taking long-term profits 
and paying only 5% as long as he 
continues to reinvest each time within 
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30 days. He pays the full tax (minus 
the 5%’s already paid) on the difference 
between his initial investment and the 
final selling price when he doesn’t put 
the money back in the market within 
30 days. 

This permits the investor to switch 
to stocks he prefers by paying only a 
minor tax. He pays the existing capital- 
gains tax only once. 

The government gets money sooner 
than it would if the investor was de- 
terred from taking long-term profits be- 
cause of the high present tax. It also 
will get more money in the long run, 
because the investor builds larger prof- 
its through investing the difference 
between the “5% switch tax” and the 
present tax. 

Finally, such a tax would encourage 
investors with “risk capital to put it 
where it’s needed.” % 


* 
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